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Executive Summary

This memo provides a preliminary evaluation of the likely economic consequences for
the United States of a program to attain 1990 CO, emissions levels by 2010. It conciudes that
the attainment of such a goal would necessitate at least a doubling in energy prices and 1 1mpose
substantial economic costs. In contrast, a more gradual emissions reduction path that ehmmates
emissions growth by 2010-2020 and reduces emissions to 1990 levels thereafter captures nearly
identical environmental benefits as the more aggressive approach while entalhng costs between
one tenth and one third as large.

[ attained through domestic emissions reductions alone the “1990 by 2010" targ%t
requires a reduction in CO, emissions of roughly 30% relative to projected 2010 emissions
assuming “business as usual”. The reduction in energy use needed to meet this goal wo'uld be
comparable to that achieved during the decade of the OPEC price hikes, so that energy\price
increases of similar magnitude are likely. Economic Van.alysis and historical precedent suggest
that energy price increases of this size would have stagflationary consequences. As in the decade
of the oil shocks, both unemployment and inflation would undoubtedly rise, at least forja time.

An “idealized” system of international permit trading among Annex I countries could
hypothetically halve the change in carbon emissions prices needed to attain a 1990 by 2010 goal.
This would mean paying Russia and other Eastern European countries to reduce emissions in
place of the United States. However, such an arrangement could prove infeasible for a number
of reasons, including difficulties in establishing adequate enforcement and monitoring
mechanisms in the near term. Joint implementation with non-Annex I countries is likely to
marginally reducc the impact on energy prices in the United States.

The memo argues that a more gradual timetable for emissions reduction can deliver
virtually identical environmental benefits at a fraction of the cost. The aggressive “1990 by
2010" path is extremely inelficient because it requires premature scrappage of capital and
foregoes the considerable advantages of waiting for the development of carbon-lean technologies
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before replacing existing plant and equipment. In contrast, a timetable that eliminates emissions
growth in the second decade of the program (2010-2020) and reduces emissions to 1990|levels
and below in subsequent decades is consistent with a long-term goal of stabilizing atmospheric
CO; concentrations. The total cost of this “back-loaded” approach is likely one third to {ane
tenth that of the “front-loaded” 1990 by 2010 program. Implementation of the gradual timetable
requires an early, modest increase in the price of carbon emissions, along with a credible
commitment to further emissions price increases over time.

{n comparison with u more gradual emissions reduction timetable, the environmental
benefits of an aggressive abatement target are minimal. For example, the expected dlfférence n
global average temperature in 2100 along a fast-takeoff abatement path that attains 1990
emissioris by 2010 and a slow-takeoff abatement path that peaks in 2015 and attains 1990
emissions by 2040 is less than 0.05 degrees Celsius. Between now and 2100, global average
temperature is expected to rise about 2% degrees Celsius irrespective of the path chosen|for
Annex I stabilization, assuming developing countries continue with business as usual. -

The body of this memorandum lays out the rationale for these conclusions.




1. Introduction

The Framework Convention on Climate Change signed at the 1992 earth summit|in Rio
de Janeiro called for carbon dioxide emissions in 2000 at 1990 levels. Most countries, including
-the United States, are unlikely to achieve these emissions reductions. But the Rio approach
remains historically important, and most quantitative proposals that have been advanced|in the
run up to Kyoto can be understood as variants of the Rio target and timetable. In particular, a
proposal to “'stabilize CO, emissions at 1990 levels by 2010" (and variants thereof, including a
more stringent proposal by several EU countries to stabilize at 10% below 1990 levels by 2010)
has received considerable attention.

This memo assesses the consequences for the U.S. economy of a program to attain 1990
CO, emissions levels by 2010. It compares the costs and cost effectiveness of this baselme
proposal with those of alternative targets and timetables that entail a less rapid initial reduction in
CO, emissions levels. The conclusions described here rely on the substantial body of ecémomlc
analysis that has been conducted by researchers worldwide, including the Intergovernmental

Panel on Climate Change (IPCC), and Administration economists.
Yy

I1. 1990 by 2010: The Scope of the Task

To appreciate the ambitiousness of a program to curb U.S. emissions levels to 1990 by
2010 it 1s necessary to recognize that, by 2010, emissions are likely to exceed their 1990/ levels
by about 31 percent.! As of 1996, energy related carbon emissions were already 9 percent above
1990 levels. Growth in the economy through the end of the next decade would further rzliise
energy use and carbon emissions. Even under an optimistic assumption concerning the pace of
improvement of energy efficiency (0.9 percent per year), there would be further increases in -
carbon emissions of about 22 percent over current levels by 2010 if we continue with buisiness as
usual. A substantial increase in the price of carbon e¢missions will be needed to induce such a
large emissions decline.

An increase in the price of carbon emissions--whether achieved through a system of
tradeable emissions permits or a carbon tax--creates incentives to reduce emissions in two
scparate ways: by reducing overall energy use; and by inducing switches among fuels, away from
high-carbon fuels like coal and toward low- and no-carbon fuels, such as natural gas and
renewable energy. Reasonuble estimates suggest that interfuel substitution in response to higher
carbon emissions prices could accomplish between 25 and 45 percent of the overall task| with the
remainder occurring through reduced energy use. The implication is that overall energy|use must

*

This assumes a 2.4 percent annual GDP growth rate. Even with a more moderate
assumption of 2.2 percent annual GDP growth, carbon emissions in 2010 would exceed their
1990 level by about 28 percent.

t
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decline by about 15% to 18% relative to “business as usual” levels to attain the 1990 by 2010
emissions target. Energy use does respond to changes in the price of energy; but history ls.uggests
that the responsiveness is fow over periods as short as a decade. In particular, the experience of
the United States during the 1970s and 1980s suggests that energy prices would need to at least
double--as they did during the OPEC oil shock period--to attain a 1990 by 2010 target.

Cornparison with the Qil Shocks. Figure | shows aggregate energy use in the United
States and the relative price of energy over the period 1960 to 1990. During the oil-shock period
--1973 to 1984--energy use remained virtually constant in ‘absolute terms while GDP grew about
2.5% per annum in real terms. The relative price of energy rose about 130 percent during these
years. Again assuming a 0.9 percent pace of improvement in energy efficiency with constant
energy prices, the 130 percent energy price hike served to reduce energy use about 16 percent
relative to the “business as usual™ baseline. This experience suggests that an increase in|relative
energy prices roughly comparable to the 130% OPEC-induced rise will be needed to lower
energy use by the 15 to 18 percent required to reach the 1990 by 2010 target. A 130% u'zcrease
 in energy prices translates into a carbon tax of roughly 3170 per ton.

Model results. Numerous economic:f’energy models have been used to estimate the
impact of a 1990 by 2010 program on energy prices. These models arrive at the same conclusion
as was generated above using no model whatsoever: a program to achieve 1990 emissions by
2010 would likely cntail at least a doubling of energy prices. A broad range of models g)lace the
carbon permit price required to achieve 1990 emissions by 2010 in the range of $80 to $250 per
ton. If fully passed through to energy prices, a permit price of $100 per ton, for exa.mpleI entails
a 76 percent increase in energy prices. The impact on the prices of different sources of energy
are all large, but the effect on coal is particularly severe. The price of coal would more than
triple, while the price of a barrel of petroleum would increase by about fifty percent. Gas at the
pump would increase in price by about 26 cents. Relative to the BTU tax proposed by the
Administration in 1993 a $100 implicit carbon tax is about 5 times as large. Thus, attaining a
goal of 1990 by 2010 would have very large effects on our economy.

Evidence from Interaational Comparisons. A final piece of evidence confirming the
conclusion that a strong price signal over a long period of time is necessary to alter energy use
comes from comparisons of energy usage between the United States and Europe. [t should
hardly be surprising that encrgy use per dollar of GDP is lower in Europe than the Umteld States.
Energy prices in Europe have long been substantially higher--roughly double U.S. energy prices.
Moreover, major differences in living patterns between the United States and Europe result in
higher European energy efficiency. In addition to the geographlcal ‘advantage”, from an energy
efficiency standpoint, of Europe’s higher population density, resulting in lower transportatlon
requircments, Europe has locked in place many long-run adaptations to high energy. ppges
Innovations in the design of housing and transportation systems and the configuration of
residential areas have occurred in response to high energy prices. But in spite of its natural
advantages and its long history of high energy prices, energy per dollar of GDP is only 44%
lower in Europe than in the United States. This means that even if the United States were to
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become Europe--energywise per dollar of GDP--its energy sévings, even in the long run, would
be no-greater than 44 percent. This U.S.-Europe comparison supports the conclusions drawn

from the natural experiment of the oil shock: namely, a return'to 1990 emissions will not becur
without very major price measures over a long period of time..

The Role of Technology and the Scope for “No Regrets” Policies. According to the
preceding assessment, a large price inducement is necessary to meet a 1990 by 2010 targe"t. Your
economic advisers agree on this conclusion. However several of your advisers are more
optimistic about the chances of achiieving a 1990 by 2010 target. They emphasize the current
availability of “no regrets” (cost-saving) technologies that promise substantial opportumt’es for
abatement. A recent report by the Department of Energy research laboratories, for example,
catalogues emissions-saving technologies that, by their calculations, are currently “cost
effective.” 1f put in place now, such practices could allegedly reduce emissions by between 30 to
50 percent of the amount needed to reach a 1990 by 2010 target. Even so, the report finds that

“aggressive” and “invigorated” government policies--including potentially costly and intrusive
regulations and standards--as well as a $50 carbon tax would be necessary to reach the 1990 by
2010 target.

Your economic advisers agree that there now exist unused technological opportunities for
‘emissions reduction, but we question by what means, over what ime frame, and at what expense
government policies could change private behavior if such opportunities are currently
underutilized. Engineering studies generally ignore the sometimes subtle disadvantages of
available cost-saving technologies or overestimate their hypothetical returns. An example is
illustrative: significant energy and cost savings could result if consumers replace incandescent
bulbs with compact fluorescents. Over the long lifetime of such bulbs there would also be a
substantial monetary gain. However, actual adoption of these light bulbs has been slow to date,
possibly due to pure inertia, possibly because consumers dislike their color, or perhaps bécause
they apply a high “discount rate” when valuing energy savings that accrue after the purchaser
- may have switched residence. Several recent studies have demonstrated that the actual returns to
home improvement investments, such as attic insulation, often fall short of those predictflzd by
engineering studies. :

chardless of the reasons, if consumers have not adopted “no regrets” measures at a
faster rate, it is likely that additional incentives will be necessary for them to change thel}r minds.
Rather than stressing the mere availability of alternative technologices, your economic adyisers-
insist on realistic estimates of likely rates of adoption and diffusion and they stress the need for
economic incentives--in the form of a higher implicit price for carbon emissions--to mdluce the
adoption of emissions-saving technology. They point out too that the baseline energy demand
‘estimates used to predict the price increase needed to attain a.1990 by 2010 target already assume
substantial ongoing improvements in energy efficiency due to the diffusion of existing
technologies and the development of new ones. Significant adoption of such technologies is
necessary merely to meet this assumed baseline. Finally, it is important to note that the DOE
labs study includes as part of its policy package to rcach 1990 emissions by 2010 extensive
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regulations, includi‘ng stringent CAFE and appliance standards and national building codes--
command and control policies that your economic advisers would oppose--along with a $50
carbion tax.

To summarize, your economic advisers consider it unrealistic to ﬁredict a substantial
increase in the pace of adoption of new emissions-saving technologies in the absence of Eii large
increase in the price of carbon emissions--and hence of energy. Based in part on the evidence
from the energy shocks of the 1970s, in part on international comparisons, and in part ofl model
results, they are optimistic that such an increase in prices would bring forth a reduction in CO,
emissions--with larger responses to a given price change likelier the longer the time pem')d for-
response. The evidence is-strong that a very large price increase will be necessary to attain
emissions reductions of 20 to 30 percent over a period as short as a decade. Moreover, other

_approaches that apparently do not involve large price increases (such as perﬁ)rmance
- standards) will zmpose even higher costs on the American economy.

II1. Why are the costs of early emissions reductions so high?

The previous section argued that a “1990 by 2010" target would entail high carbon
emissions prices and szgmﬁcant economic costs. This section shows that the 1990 by 2010
timepath for emissions reductions is so aggressive as to be inefficient--in the sense of rai smg
substantially the total projected economic cost of reaching a given environmental goal. There are
three major reasons why an aggressive takeoff in curtailing emissions raises overall costls: ()it
induces premature obsolescence of the capital stock because it does not allow adequate time for

"the capital stock to tumn over naturally; (2) it provides insufficient lead time to develop and
implement new technologies; (3) it causes a significant stagflationary short-term -
macroeconomlc shock. Additionally, an aggressive timetable for emissions reductions (iloes not

allow time for the resolution of uncertainty and it does not take advantage of the time-value of
money (resources not spent on emissions reductions early on can be invested ata posxtlvle,retum

which could purchase more emissions reductions later).

The Role of Turnover of the Capital Stock. The most clear-cut and easily quantifiable
" reason for the high price tag associated with rapid emissions reductions relates to the need for -
premature replacement of plant and equipment in response to large increases in the price of
carbon emissions. [tis expensive enough to replace plants that are fully depreciated, but vastly
more¢ so if those plants are still in the prime of their productive lives. Within 20 to 40 years,
much of our existing plant and equipment will-be ready for replacement anyway; therefore
building in greater carbon efficiency at that time will be relatively cheap. It is important to
emphasize that the case we are making here is not based on procrastinating for the sake of
avoiding the problem; rather, it is based on simple principles of hard-headed business efficiency.

- The advantage of a more gradual emissions reduction timetable in avoiding the large
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costs associated with premature obsolescence of the capital stock can be illustrated by -

considering electrical power generation. The case of electricity generation is important in'its own
right since this industry is responsible for 88% of coal use and more than one third of all carbon

dioxide emissjons in the United States. But the principle concerning the costs of premature

replacement applies broadly because reduced greenhouse gas emissions may entail the

accelerated retrofitting of housing and commercial structures, the premature scrappage of
vehicles and appliances, and the premature replacement of plant and equipment in energy

intensive industries. . B

Figure 2 illustrates the effect of an accelerated retirement schedule for today’s U. Ib

electric power generation capacity installed during the last 40 years. Imagine, to take an extreme
case, that a timetable 1s adopted that necessitates replacing all power plants with less- pollutmg
technology within ten years. This would require retiring 630 out of 670 gigawatts of generating
capacity before the end of its normal life span, or 94 percent of the total. If the timetable|were
extended so that all power plants instead had to be replaced within 20 years, the accelerated
replacement of capacity would affect 450 gigawatts of capacity, or 67 percent of the total.
Allowing this additional 10 years for turnover avoids the premature retirement of 27 peréent of
existing electric power plant capacity. With a 30 year horizon, complete turnover would/mean
accelerated retirement of only 21 percent of the total capacity and, with a 40 year timetable, there

would be almost no additional costs due to premature obsolescence.”

_The Advantage of Waiting for Superior Technologics. The example of electric p'ower
gencration also illustrates a second important reason why a gradual takeoff in curbing greenhouse
gas ernissions 1s ultimately less costly: new technologies take a long time to develop. Waiting

until these new technologies are available before making expensive emissions-saving
investments offers the potential of both Jower economic costs and higher environmental

payoffs.

~ Under a tight target and timetable with its associated high carbon emissions price, electnic :
utilities will be forced to replace existing capacity in the very near future and to rely on currently
avaxlable lean-carbon technologies, likely gas-turbine plants. 1f some delay can be factored in,
however, they will be able to install more effective and less costly alternative technologies. A
rapid timetable forces long-term investments to be made before superior technologies have been

" 2The distribution has been truncated at 40 years, the average lifespan of exnstmg electric

power plants. A few plants of yet older vintage are still in use.

*The same cxercise can be performed for coal-fired power plants. These generators

produce the most carbon per kilowatt hour of electricity and thus will have a high incidence of
replacement even under a moderate abatement plan. If a complete change-over of coal plants

- were to be accomplished in 10 years, 96 percent of total capacity would be retired early.

retirement occurred over 20 years, only 64 percent would be rctired early. Allowing an

If

additional 10 years for turnover would avoid premature retirement of one- thlrd of existing coal—

fired plant capauty




developed and refined.

Implication: The Need for a Credible, Long-Term Price Increase. The example of
electricity generation illustrates two general principles. First, the responsiveness of both demand
and supply are greater in the long run than in the short run. This means that, with a longer
horizon, any given amount of abatement can be accomplished with a smaller increase in|carbon
emissions prices. Second, and perhaps even more important for policy, any credible emissions
reduction strategy must include both a price increase at the outset and also a-clear commitment to
maintain and likely increase prices further over time. Without such a commitment, the éhanges
in behavior required to meet even a long-run target of emissions reduction will likely not occur.
Consider a utility that today is drawing up its plans for a new power plant. That utility will
choose among today’s technologies, which vary in their costs and CO, emissions. In order to
induce the utility to choose a more costly, lean-emissions technology today, it must be clear that
. CO, emissions will be costly enough over the 40 years or more lifetime of the plant to lelstify a
more expensive investment option today. A large cumulative reduction in emissions can be
achieved over the long term with only a modest carbon emissions price increase now, but only if
the commitment Lo st111 higher prices in the future is credible and clear.

Stagflationary Macroeconomic Impact.. From a macroeconomic perspective, increases
In energy prices constitute an adverse “supply shock.” Such developments are stagﬂati«lanary—-
-even if anticipated--because they raise both inflation and unemployment simultaneously, creating
a painful macroeconomic dilemma. As noted above, a plan to attain 1990 emissions levels by
2010 would require a change in energy prices over the first decade of the 21st century at least
comparable in magnitude to the two oil shocks of the 1970s. Those shocks are widely
acknowlédged to have raised both unemployment and inflation. Similarly, the energy price
increases required by a 1990 by 2010 program would raise inflation, lower real wages, and raise
unemployment. Unemployment in the four years afler the first oil shock averaged 7.2 percent in
comparisort to 5.0 percent in the four years prior; and unemployment rose further, to an average
of 8.6 percent, in the four-year aftermath of the second oil shock.* Although the increades in
energy prices associated with a treaty to reduce greenhouse gases would be anticipated, rather
than a surprise, we should nevertheless expect that the efforts of the Federal Reserve to lcontain
inflation, coupled with likely efforts on the part of workers to recoup real wage losses will Jead to
" aperiod of higher unemployment. '

Furthermore, it is important to note that most model-based estimates of the costs of a
program to attain 1990 emissions levels by 2010 assume that resources are fully emp‘to;}ed,
thereby ignoring these potential short-term effects. Such models therefore provide no assessment
of the consequent increases in unemployment

v

* There is debate about how much of this was due directly to the oil shocks, because
there was a simultaneous du:lme in productivity growth and transfers of real income to OPEC
producers. :




IV. Quantifying the Economic Costs of Gradual versus Fast Take-off

The relative costs of gradual versus fast takeoff timetables in curbing CO, emissions has
recently been analyzed by the Stanford Energy Modeling Forum (EMF-14).% The Stanford group
used six large-scale economic/energy models to compare the total projected cost of two

alternative emissions reduction time paths--one “frontloaded”, the second more “backloadcd"
Importantly, both paths were designed evemua{{y to stabilize atmospheric concentrations of CO,
at double the pre-industrial level--550 ppmv.® Although a high degree of uncertainty is inherent
in particular numerical estimates from individual models, the simulations nevertheless pdint to
some robust qualitative conclusions. The major conclusion to be drawn from this project is that
- an emissions reductions path characterized by an aggressive initial phase is substantially more

costly--3 to 10 times more costly--than a parh with a slower zaAeojf but larger eventual
reductions. ~ : ,

To enable a comparison of the costs of gradual and rapid takeoff strategies, the EMF
investigators asked each of six modeling groups to simulate the economic impacts of two
alternative strategics to attain stabilization of CO, concentrations at 550 ppmv. The first strategy
(the WG-1 path) corresponds to an emissions pathway published in 1994 by Working Group 1
(WG-1) of the [ntergovernmental Panel on Climate Change (IPCC). The working group
computed a set of global CO, emissions pathways consistent with stabilization of concenltratioris
at 550 ppmv and several alternative concentration levels. The WG-1 path entails an immediate
departure from the baseline or “business as usual” emissions path. Subsequently, Wigley,
Richels and Edmonds (WRE) published an alternative set of emissions profiles to achieve the
same concentration targets. In contrast to the WG-1 paths, the WRE emissions path was|
constructed to follow the baseline or “business as usual” scenario in the early years with sharper
reductions after this initial phase. Wigley, Richels and Edmonds hypothesized that their more
gradual takzoff cmissions pathways would yield identical environmental objectives with | - ‘
substantially lower economic costs, for the reasons discussed above. The EMF-14 exercise
validates this hypothesis.

* To enable meaningful comparisons of results across models, the EMF has coordinated a
series of projects in which a number of large scale energy models are used to estimate the impact
of given, specified emissions réduction scenarios under commeon standardized, benchmark
assumptions concerning population and economic activity, discount rates, energy resource
availability and prices and technology availability. :

¢ All energy models make numerous simplifications and approximations in order to
describe the energy sector globally and over the span of a century or more. In paﬂiéular,l all of
the models assume full employment, thereby abstracting from the likely short-run
macroeconomic costs of an emissions reduction program.
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The EMF-14 comparison project assessed the total costs to the OECD, the EEFSU
(Eastern Europe and the former Soviet Union) and the non-Annex I countries of the
WG-1 and WRE pathways to stabilization of CO, concentrations at 550 ppmv. The appropriate
economic measure of total cost is the present discounted value of losses in future consumption
relative to a “business as usual” scenario. Estimates of regional costs depend on the extant of
burden sharing--namely, the assumed “division of labor”--between Annex I and non-Annex I
countties in controlling emissions as well as the extent of international emissions tradmgi Recall
that, by the end of the next century--by 2100-- assuming “business as usual”--non-Annex I _
countries will have more than 90 percent of CO, emissions. Thus, developing country N
participation is absolutely essential to achieving stabilization of concentrations. Consistent with
the Berlin Mandate, the simulations assumed that the burden of emissions reduction would fall
on Annex [ countries exclusively during the early decades; that by 2030, non-Annex [ countries
would begin to participate; and by 2050, a full transition to targets based on equal per capita
emissions rights is assumed.

Figure 3 plots the OECD emissions paths in the WG-1 and WRE scenarios. Under the

WG-1 scenario, OECD emissions begin to decline immediately and continue to decline for
roughly four decades. For example, OECD emissions fall 10 percent below initial levelsf, ten
years after implementation. This corresponds roughly to the requirement of a “1990 by 2010"
timetable--that emissions decline about 15 percent from their projected 2000 level during the’
decade between 2000 and 2010. In contrast, OECD emissions along the WRE path continue to

_rise for roughly two decades--corresponding closely to a plan calling for emissions to peak
around 2020--return to 1990 levels around 2040 and declme substantially further in subsequent
decades. :

Table 1 illustrates a robust conclusion that emerges from this exercise: fast take(?ff in
emissions reductions greatly increases the costs. Table 1 shows the cost for both the aggressive
(WG-1) and gradual (WRE) paths--both with and without idealized international tradmg of
permits. In 10 out of 12 simulations--for six different models with and without permit tradmg-—
the costs ori the gradual WRE path is less than a third of the cost on the ¢orresponding fast take-
off path. Taking account of the likely adverse short-run macroeconomic consequences of an
aggressive nath would further strengthen this conclusion.

~ Table 2 illustrates a second, robust conclusion from the EMF-14 exercise: a viable system
of international permit trading would. very much reduce OECD costs. With global permit
trading, the sharp, early emissions reductions required of OECD countries under the aggresswe
(WG-1) approach would be avoided through the purchase of emissions permits from countries
with lower abalement costs. The average reduction in cost is 56 percent.”

»

” The computations in Table 2 verify that the gradual (WRE) path, which permits -
emissions to depart relatively little from business as usual for several decades, is a substantially
less costly than the alternative WG-1 path with its sharper immediate reductions. Sincejboth
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Finally, 1t is important to note that in most of the EMF models, policy actions to raxse
carbon emissions prices must be taken at the inception of the gradual (WRE) program and a
commitment to increasing emissions prices over time is requlred to achieve additional emlssmns
reductions. Naturally, the required initial carbon emissions price is substantially lower, at the
outset, under the gradual (WRE) than under the aggressive (WG-1) path. Thus, althoughithe
gradual emissions path initially approximates the business as usual baseline, credible incentives
must be put into place immediately, and strengthened over time, to achieve the needed
investments in carbon-efficient technologies. .

V. The Environmental Consequences of Gradual versus Fast Takeoff.

While the excess cost of a fast, compared to a gradual emissions reduction path is|large,
the difference in projected global temperatures over the next century between the fast and the
gradual paths is quite small, both in absolute amount and relative to temperature changes
expected even if an aggressive policy path is adopted. Under “business as usual” assumptions,
average global temperatures are expected to rise about 1 degree Celsius by 2050 and about 2%,
degrees Celsius by 2100, An aggressive Annex I emissions reduction path that stabilizes
emissjons al 1990 levels by 2010 and maintains emissions at the 1990 level thereafter would
mitigate this temperature increase by roughly 0.1 degrees by 2050 and 0.2 degrees by 2100 8 In
contrast, a rnore gradual Annex I emissions path that peaks around 20135, stabilizes emlsswns at
1990 levels by 2040, and holds emissions constant at 1990 levels thereafter yields vu‘tualily
identical environmental benefits: the temperature difference between the aggressive and gradual
paths diverges by no more than 0.05 degrees at any time over the next century. Similarly, the
temperature differences along the aggressive WG-1 and less aggressive WRE paths--both
designed ultimately (o stabilize concentrations at 550 ppmv--dxffer by a maximum of 0.2|degrees
over the next several centuries.’ ‘

paths are arbitrarily chosen to conform with the 550 ppmv concentration target, a natural
question concems the characteristics of an optimal or least-cost path for achieving this

concentration target. An important recent study by Alan Manne and Richard Richels uses their
MERGE model (included in the EMF-14 project) to compute the least-cost path with 550 ppmv
stabilization and international permit trading. The optimal path, while not identical to the WRE
path, is similar in character. This least-cost path peaks approximately three decades after the

initiation of the program and dec lines thereafter.

. § Successful stabilization would require very large cuts from “business as usual”|in
China, India; and other non-Annex I countries.

’

7 If a model assumes that sulfur dioxide emissions decline with the decline in carbon -
dioxide emissions under climate policy (as predicted, given the extent of sulfur emissions =
associated with fossil fuel combustion, and incorporated in the IPCC’s 1S92 emissions
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The limited climatological impact of even an extremely-aggressive emissions reduction
program measured in terms of temperature impacts during the next century reflects the éxtremely
long lags involved in the underlying physical processes and the dependence of temperature on
the total stock of carbon dioxide in the atmosphere, rather than the flow of emissions atja given
time. Emissions reductions do matter to temperature, but only over an extremely long horizon.
The cumulative nature of the process suggests that there is little effect on global temperature
from a gradual rather than from a fast abatement takeoff. The addition to the total stock of
carbon from a gradual rather than a fast start to abatement adds relatively little to the total
atmospheric stock of CO, between now and 2100 for four separate reasons: the difference in
carbon emissions between a gradual and a fast start over the initial decades of abatement is only a
small fraction of total emissions in that period; the stock of CQ), in the atmosphere is itself the
result of many decades of emissions; some of the CO, emissions of the early decades willl have
been re-absorbed; and the most serious build-up in CO, under business as usual occurs late in the
next century, as a consequence of burgeoning emissions from non-Annex I countries.

Even the potential for a catastrophic environmental event, such as the melting of the West
Antarctic ice sheet, a runaway greenhouse effect (e.g., from release of trapped methane with the
melting of the permafrost), or a structural change in ocean currents such as the Gulf Stream,
which the préceding abstracts from, does not fundamentally affect the basic trade-offs between
the high costs of fast vs. gradual takeoff paths. These factors do, however, add--perhaps greatly--
to the urgency of adopting moderate long-term greenhouse gas concentration targets and a
program irvolving an immediate, albeit moderate, increase in the price of CO, emissions,

VI. International Trading of Permits

As has already been noted, an effective system of international carbon emissions permit

- trading among Annex I countries could substantially diminish the cost of a COz'abatemJent

program. An Annex [ trading system could, potentially, reduce the size of the carbon elmlssmns

price to attain a 1990 by 2010 goal by up to 50%. Moreover, joint implementation pro_lects with
non-Annex I countries could, hypothetically, reduce this figure by half again.

Although intémational trading and joint implementation--so-called “where flexibility”--
has enormous advantages in theory, your economic advisers are concerned that substanltial'
barriers would stand in the way of implementing any workable analogue of such an idealized

‘system--at least in the near term. Consequently, they stress that Annex I intérnational permit

trading and joint implementation between the U.S. and non-Annex I countries realistically can -

projections}, the more aggressive WG-1 path will be warmer than the WRE path betv:'elen 2000
and 2040. This result reflects the negative impact of sulfate aerosols on the greenhouse effect. -
Early and substantial cuts in fossil fuel combustion, while decreasing the carbon emissions that
warm the atmosphere, also decrease the sulfate aerosols that cool the atmosphere.
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serve only a limited role in reducing the costs associated with meeting a “1990 by 2010 target..

A hypothetical example shows how an international trading system would work, and why
it would reduce each participant country’s abatement costs. Suppose, ideally, that every country
adopls a domestic permit system to implement its Kyoto target. Absent international trading, the
price of emissions permits would surely differ across countries, reflecting differing marginal

_ costs of abatement internationally. With different permit prices in different national markets,

profit-seeking traders would be motivated to buy permits in countries where they are cheap and
resell them in countries where they are more expensive. Such arbitrage activities would create an
international permit market, bringing permit prices into equality worldwide. This idealiized
system promotes global efficiency in achieving any worldwide abatement goal. Countries with
permit prices below world levels have the incentive to reduce emissions more than they
otherwise would in order to profit in the international permit market. Countries with high permit -
prices would have the incentive to purchase permits, thereby relaxing their Kyoto emissions
constraints. The U.S. government could avoid any direct participation in such a system|as long
as it deems foreign-issued permits presented to the U.S. government by U.S. carbon-emitting

~entities as valid as those 1ssued by the U.S. government itself.

The preceding description of how an international permit trading system would work
provides an idealized picture of its possibilities. But the actual benefits of such a system are apt
to fall short of this utopian portrayal in part because countries are not obliged to fulfill thelr
Kyoto commitments via a domestic permit trading scheme; indeed, few Annex [ countries have
indicated an intention to do so. For example, consider a government that has decided tg limit
domestic emissions through regulatory controls. International permit sales that result in tighter
domestic constraints could well be politically unpopular so that a government would heisitate
before selling its emissions rights to the United States. Similarly, international permit sales by a
country that is meeting its Kyoto obligations through domestic carbon or energy taxes would
necessitate a hike in those taxes. In either case, international trading would involve government
to governrnent negotiations, and difficult political decisions. In contrast, in the idealized system,
trades result from profit-oriented transactions among individuals, mediated through thejmarket.

‘Monitoring and enforcement issues are also likely to be paramount in insuring the

workability of international trading. If domestic enforcement 15 effective in all countries, so that,

in the aggregate, consumers and firms in each country actually limit their emissions to the
national permit levels, mtematlonal permit sales by private agents in the country actually
translate.into lower domestic emissions. But consider the difficulties that can occur w1th
imperfect enforcement. If the government of a country--country X--finds it difficult ither to
measure domestic cmissions or to enforce the purchase of permits by domestic emitters, then
reductions in X's emissions may be insufficient to reach the Kyoto target. Those firms or
individuals in X that are lucky enough to have been assigned the rights to X's permits will be able
to sell them, at a quick profit, on the international market. With imperfect enforcernent '
international sales, without corresponding domestic emissions reductions, could emanate from
countries with the weakest systems of enforcement. To prevent such “paper trades™, wmch profit
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trading of permits will be very small.

A 14

some participants and increase emissions, many countries, including the United States, will want
controls to ensure the integrity of international permits. Buyers, too, will want clear concrete
guarantees of the validity of permits so as to be sure they are not being passed counterfeit goods.
These controls and guarantees will surely inhibit the efficiency of the market and render|some--
possibly much--of the estimated savings illusory. In fact, most of the benefits projected ffrom the
international sale of permits come from inducing emissions reductions from countries in|Eastern
Europe and the former Soviet Union--countries with particularly weak tax collection and
enforcement mechanisms. Without these countries in the scheme the gains from international

Joirt implementation with non-Annex I countries also has the potential to reduce the U.S.
burden of attaining any given timetable. Under this type of approach, U.S. businesses could
receive credit for the construction of nuclear, oil, or natural gas electricity generation plz{nts in
China if it were confidently expected that China would instead have constructed coal-fired plants
with much higher CO, emissions. Certification of such credits might be overseen by an
international agency to ensure that the projects were emissions-replacing. Such a project-by-
project system is likely the most that is feasible in the absence of quantitative targets. Your
economics advisers have concerns about even this level of endeavor due to the inherent difficulty
in establishing that a particular set of projects has actually reduced a country’s emissiona‘;, absent
a reference path enabling a clear quantitative comparison. For example, the construction of a
nuclear power plant in place of a coal-powered plant in China could indirectly raise COzl
emissions elsewhere in the Chinese economy--partially offsettmg the direct CO, reducing effect
of the project--if the reduced demand for coal lowers its domestic price and encourages greater
use elsewhere in the Chinese economy. A project-oriented approach to joint implementation
will, in effect, constitutc a lumited form of international trading with high transaction costs. Asa
result, it will probably capture only a small fraction of the total benefits of full international
trading. In contrast, model results concerning the benefits of joint implementation treat it as
equivalent to idealized international trading. '

VII. Recycling of Revenues

The ultimate economic cost of an emissions abatement program depends upon how the
revenues realized from carbon taxes or auctioned permits are used. It has been estimateld that the
cfficiency loss from collecting an extra dollar of tax revenue amounts to around 30 cents. If the
revenues from a carbon tax or auctioned permits are used to reduce inefficient taxes inhibiting
work or investment, the resulting gains would partially offset the micro-efficiency | losses from
energy curtailment. The simple lesson is that the costs of emissions abatement may be g[reatly
reduced if the revenues from the taxes levied can be put to good use.

So far we have approached the recycling of revenues trom the standpoint of
microeconomic efficiency. There is also the potential for using the revenues to abate the

“macroeconomic consequences of the emissions program. The oil shocks are believed by many
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economists to have resulted in increased unemployment bccause workers resisted the fall 'in real
wages that was associated with the inflationary impact of higher energy prices. Increased wage
demands added inflationary pressures to the economy that could only be suppressed by tlghter
monetary policy. Thus it might be argued that the effects of the real wage shock on mﬂapon and
unemployment could be diminished by lowering payroll or other worker taxes to offset the real -
wage losses from higher energy prices.

But England’s experience points to the need for caution in assessing the potential for
revenue recycling to allay the macroeconomic consequences of the rising energy costs. In 1979,
immediately after her election, Margaret Thatcher increased the VAT tax and simultaneously
decreased the income tax. These two policy changes had offsetting effects on real after tax
incomes, and therefore might have been expected to have had no effect on wage bargaining.
However, the increase in the VAT tax resulted in an immediately noticeable increase in the CPI.
A wage-price spiral ensued as workers attempted to maintain their pre-tax real wages.

VIIl. Policy Implications

The foregoing arguments point to the attractiveness, from both an economic and
environmental standpoint, of a U.S. policy to raise the price of carbon emissions--either through
a carbon tax or a system of auctioned permits--by a moderate amount--for example, between $5
and $15 per ton of carbon--in the near term, with further increases scheduled over the longer
term. A realistic target and timetable corresponding to such a program would entail continued
emissions growth in the first decade of the program, say 2000-2010; elimination of emislsions
growth in the second decade (2010-2020} and reductions in emissions thereafter. This pr:ogram
entails significant, early policy action and is consistent with a strong U.S. commitment t?
attaining the ultimate objective of the Framework Convention--namely to stabilize atmospheric

concentrations of CO, and hence global temperatures.




Figure 1: Energy Prices and Changes in Energy Use
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Figure 3: WRE and WG-1 Emissions Pathways for OECD
~ to Stabilize Concentrations at 550 ppmv
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The Effects of Emissions Pathway on Consumption Losse:s by OECD Countries, .

Table 1

No International Permit Trading (trillions of 1990 U.S. dollars)*

Model WRE WGI WRE/WGI
CETA 1.83 5.94 0.31
CPBRIVM - 0.64 3.25 0.20
FUND 9.82 11,71 0.84
MERGE 0.85 6.12 0.14
MiniCAM 1.58 6.5 0.24
'SGM '1.84 6.17 0.30
Average: 0.34

The Effects of Emissions PathWay on Consumption Losses by OECD Countries,

International Permit Trading (trillions of 1990 U.S. dollars)’

Model WRE WGl WRE/WG1
CETA 186 403 " 046
CPBRIVM 0.17 0.99 0.7
FUND 1.47 4.97 030
MERGE 0.60 324 0.19
MiniCAM 0.54 344 0.16
SGM .13 1.43 0.088
Average: O.2.’|S

. 3 Losses measure the present discounted value of foregone consumption through 2100 in trillions

of 1990 U.S. dollars.
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Table 2

The Effects of International Permit Trading on Consump’tion Losses by OECD Countries,

WRE Emissions Pathway to 550 ppmv Stabilization (trillions of 1990 U.S. dollars)®

Model Trading No Trading Trading/No
. Trading
CETA 186 1.83 1.02
CPBRIVM. 0.17 0.64 0.27
FUND 1.47 982 0.5
| MERGE 0.60 0.85 071
MiniCAM 0.54 158 0.34
SGM 0.13 .84 0.07
Average: 0.43

The Effccts of International Permit Trading on Consumption Losses by OECD Cou‘ntr_ies',

WGI1 Emissions Pathway to 550 ppmv Stabilization (trillions of 1990 U.S. dollars)®

Model Trading No Trading Tradinglli\lo
Trading
CETA 4.03 5.94 0.68
CPBRIVM 0.99 3.25 0.30
FUND - 4.97 1.71 042
MERGE . 324 6.12 0.53
MiniCAM 3.44 6.5] 0.53
SGM 1.48 6.17 0.24
_Average: 0.45

*Losses measure the present discounted value of foregone consumption through 2100 in trillions

of 1990 U.S. dollars.
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MEMORANDUM TO:

FROM:

RE:

WASHINGTON, D.C. 20220

Oclober 15, 1997

DEPUTY SECRETARY SUMMERS

AR
JONATHAN GRUBER ) C

Deputy Assistant Secretary (Economic Policy)

DAVID WILCOX W

International Issues in Climate Change

You had asked us two questions about international issues in climate change:

Is the projected 51% emissions gro wth in Japan plausible?

In fact, as you suspected. it is not. Thas projection was baSed on a 2.9% annual growth rate from
1990 to 2010. Using a much more reasonable 2.2% growth rate gives emissions growth
Japan of 34%, very close to the 32% growth that the U.S. sees at a 2.4% growth rate. The growth

for

rates for the other countries in our 1990 to 2010 comparison seem reasonable. So, amending our
earlier resulis, we find:
Country Growth Rate Assumption Emissions Grow h,
1990-2010
U.s. 2.4% 32%
Japan 2.2% 34%
Western Europe 2% 19%
EE-FSU 0.3% -12%
Non-US Annex 1 8%

Can International Trading and Safety Valves be Part of the Same Policy Package?

We attach a one page memo on this topic, per your request.




International Trading and Safety Valves: Some Difficult Issucs

Two policy instruments currently being promoted as mechanisms for lowering the cost of emis-
sions reductions in the United States are international trading of emissions permits, and ja “safety
valve™ that would cap the price of permits in the U.S. (and possibly in other countries as well).
The possible use of these mechanisms, particularly in conjunction, raises several difficult issues:

® First, other nations arc very unlikely to allow the U.S. to have a safety valve unless they
are allowed to have one too. If international trading is allowed, a lone country with
safety-valve authorization might be able to raise an enormous amount of revenug by
becoming the world’s supplier of excess permits. Even if international trading is not
allowed. other countries would strenuously object to our being allowed to “renege™ on our
international commitment.

® Second. il mtcmauonal trading and safety valves are buth allowed, the country that msxsts
on the lowest trigger point for its safety valve will effectively establish the world-wide
limit on permit prices. Other countries will match the lowest trigger point to av&td being -
undersold in the market for permits. Thus, if we bless the concept of a safety valve we
may be allowing our environmental policy to become a hostage of other nations’ actions. .

® Third, any global emissions target will be violated whenever a safety valve is triggered.
This would place the credibility of the international agreement in serious jeopardy.

® Fourth. some countries may already be taxing fossil fuets (gasoline in particu ar) suffi-’
ciently heavily to trigger a safety valve. As a rough rule of thumb, a permit prxcc of $100
per ton translates into 26 cents per gallon of gasoline; in many countries, gasoline taxes
are many times this level. This raises an important maintenance-of-¢ffort problen‘r How
do we insure that these countries reduce their emissions rather than increasing them?

e Fifth, setting the correct level of the trigger price will be very difficult, even leaving aside
strategic considerations: '

- 1f the world-wide trigger price is set too low, international trading will be
irrelevant: countries will issue excess permits at their common trigger price, and
no trading will occur.

- If the world-wide trigger price is sct too high, the safety valve will be irrelevant.
as no excess permits will ever be issued. : ‘

In general, we can cluim cost savings from a safety valve or international trading, but not
hoth.

Taken together, these considerations suggest that aggressive claims of the potential|cost
reductions from implementation of both international trading and safety valves are
probably overstated.
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TO. Larry Summers

FROM: Bob Boorstin

SUBJECT:  Climate Change: Current Efforts in Developing Countries
DATE: October 15, 1997 '

This is in response to your request for information on what UN agencies and the MDB’s are
doing and current US activities in the developing world.

International Efforts

International etforts focus on the GEF which, as you know, provides grants and concessional

funding to recipient countries for projects and programs that protect the global environment and
promote sustainable economic growth. The GEF is striving for universal partlclpatlon and
currently 156 countries are participants. '

The GEF was restructured and replenished with over US$ 2 billion in 1994, and covers the agreed
incremental costs of activities that benefit the global environment in four focal areas: cllmate
change; biological diversity; international waters; and stratospheric ozone, and makes fundmg
available in a variety of ways. Activities concerning land degradation, primarily decertification and
deforestation, as they relate to the four focal areas, are also eligible for funding. Both the
Framework Convention on Climate Change and the Convention on Biological Diversity|have
designated the GEF as their funding mechanism on an interim basis.

GEF projects and programs are managed through three implementing agencies: the UN
Development Programme (UNDP), the UN Environment Programme (UNEP) and the World
Bank. The GEF, however, is functionally independent from the three implementing. agencies,
reports to and services the Council and Assembly of the GEF.

Countries may be eligible for GEF funds if they meet the following requirements: (1) ifjthey are
eligible for financial assistance through the financial mechanism of either the Climate Change
Convention or the Convention on Biological Diversity; or (2) if they are eligible to borrow from
the World Bank (IBRD and/or IDA) or receive technical assistance grants from UNDP through a
Country Programme. Countries must be party to the Climate Change Convention or the
Convention of Biological Diversity to receive funds. Projects must be initiated by the country,
include the local communities, and, where appropriate, involve the NGOs.

Current GEF Projects:

Bhutan: Bhutan National Greenhouse Gas Project

Brazil: Biomass Power generation: Sugar Cane Bagasse and Trash

China: Efficient Industrial Boilers

-China: Promoting Methane Recovery and Utilization from Mixed Municipal Refuse
Renewable Energy and Energy Efficiency Fund

Hungary: Energy Efficiency Co-financing Fund (HEECF)

India: Solar Thermal Power .

Jordan: Reduction of Methane Emissions and Utilization of Municipal Waste for
Energy in Amman

Mexico: The ILUMEX Project




Papua New Guinea: Climate Change Assistance Project

Poland: Coal-to-Gas Conversion Project '
.Senegal: Sustainable and Participatory Energy Management

Sri Lanka: Energy Services Delivery (ESD)

Sri Lanka: Renewable Energy and Capacity Building

" Domestic Efforts:

Both the US government and US based private, non-profit organizations are involved in efforts to
reduce greenhouse gas emissions. As you know, the US Initiative on Joint Implementation
(USLIT), announced in 1993 as part of the U.S. Climate Change Action Plan, is aimed ati projects
to reduce, avoid, or sequester greerihouse gas emissions. The International Utility Efficiency
Partnerships (IUEP) initiative is a subdivision of USIJI and focuses specifically on powelr
generation.

The government agencies involved include Commerce, Defensc, Energy, State and Treasury, as
well as EPA and USAID; most involve credit assistance or technical assistance programs. The
private, non-profit groups include the usual suspects and the American Electric Power Systems. -

The following is a list of current and proposed projects under USLJI:

First Round Projects -—- February 1995:
Belize: Rio Bravo Conservation and Forest Management
Costa Rica: Plantas Eolicas S.A. Wind Facility
Costa Rica: ECOLAND: Esquinas National Park
Costa Rica: Project CARFIX: Stabilize Existing and Expand Forest Cover
Czech Republic: Fuel Switching for District Heating System
Honduras: Enersol Rural Solar Electrification
Russia: RUSAFOR Saratov Afforestation Project -

Second Round Projects — December 1995:
Costa Rica: Dona Julia Hydroelectric Project
Costa Rica: Aeroenergia Wind Facility
Costa Rica: Biodiversifix: Forest Restoration Projec:
Costa Rica: Klinki Forestry Project
Costa Rica: Tierras Morenas Windfarm Project
Honduras: Bio-Gen Biomass Power Generation Project
Nicaragua: El Hoyo-Monte Galan Geothermal Project
Russia: Rusagas Fugitive Gas Capture

Third Round Projects-— December 1996:
Belize: The BelMaya Biomass Power Generation Project
Bolivia: The Noel Kempff M. Climate Action Project
Equador: Forest Conservation
Honduras: The Bio-Gen Biomass Power Generation Project Phase !
indonesia: Carbon Sequestration Through Reduced impact Logging
Mexico: Carbon Sequestration and Halophyte-based Industries
Mexico: Scolel Té—Sustainable Land Management and Carbon Sequestraﬂon
Panama: Reforestation Project
Russia: Reforestation Project
Russia: District Heating Improvements




Fourth Round Projects— July 1997:
Costa Rica: Consolidation of Biological Reserves Project

Projects in Development:

Armenia: Wood Energy Crops and Other Biomass to Electricity

Cameroon: Reforestation of the Mountains of the Northwest Province

Costa Rica: Rotational Biomass for Cement Manufacturing

Costa Rica: Colina Blanca International SA (Rainmaker Psoject/Forest
preservation)

Costa Rica: Compania Nacional de Fuerza y Luz SA (Hydroelectric project)

Costa Rica: Monteverde Biologtcal Corridor Carbon Sequestration (Forest
management)

Ecuador: Forest Conservation

India: Bagasse-Fired Cogeneration

Mexico: Carbon Sequestration and Sustainable Forest Management
(Multicomponent forestry)

Papau New Guinea. Lak Conservation Area Sustainable Forestry Pro;ect
{Muitcomponent forestry)

Philippines: Reforestation of the Mountains of Zambales

Russia: Reforestation

Russia: RUSAGAS-FGC, Fugitive Gas Capture (Fossil fueis/Natural gas project)

The following is a list of approved projects under IUEP:

Approved Projects:
- Belize: The Bel/Maya Biomass Power Generation Prolect
Honduras: The Bio-Gen Biomass Power Generation Project Phase i
Honduras: The Bio-Gen Power Generation Project Phase |
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

December 19, 1667

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY RUBIN

FROM: David Wilcox L/
Assistant Secretary (Economic Folicy)

SUBJECT: Geoengineering solutions to climate change
This memorandum provides a brief description of geoengineering solutions to climate change.

This subject was brought to your attention by James Tisch, president of Loews Corporation, ina
recent letter.

Summary. (:eocng:,meerm g s the deliberate altering of the atmosphere or occans to produce
some desired effect. Rather than trying to reduce greenhouse ;zas cmissions, geoenginecring
focuscs on interventions 1o niitigate or offset the higher concentrations of greenhouse gases
cxpected in the future. An carly attempt at geoengineering occurred between the 1940s and
1960s, when the US government tried to induce rainfall by cloud secding. Now, as we%scdrch for
solutions to climate change. geoengineering has made a comeback. In the face of the large
uncertainties involved in the climate change debate, it makes sense to consider a portioho of
possible responses. including geoengineering

Background. Onc gecoengineering approach would boost the capacity of the oceans to absorb
carbon. The oceans drive the earth’s carbon cycle, as they are the greatest sink for atmi)sphcric
carhon dioxide. Coustal oceans, especxally in the tropics and mid-latitudes, are particularly
important, as they contain high concentrations of plankton, minutc plants and animals that
process carbon dioxide and other gases (ocean water that looks brown or green contains a lot of
plankton; ocean water that looks blue does not).

~ Polar oceans, and most oceans far from a seacoast, cannot support much plankton, and thus do
not absorb much carbon. These waters contain the nitrates and phosphates necessary for
plankton growth, but lack iron. The geoengineering solution would add tons of iron dust to the
polar oceans, stimulating plankion growth to absorb carbon dioxide. Other options include
painting roads and rooftops white to reflect more of the incoming sunlight, and sending into orbit
thousands of reflective balloons to cut down the amount of sunlight reaching the atmosphere.

Many critics of gevengineering offer moral objections. To them. these plans smack of |hubris.
The originator of the iron-sseding proposal even boasted: “Give me a tanker full of iron, and 1’11
. give you another ice age.” But advocates point out that if we are to be prepared to respond to
chmate change, we will necd a large R&D portfolio. including cnergy supply options, energy
demand options, adaptatior measures (e.g. sea walls), and gecengineering. lce-core evidence
now tells us that the carth’s climate has sometimes oscillated ‘vildly, with temperature [swings of
10 or 20 degrees (' in a few decades. Certainly, i an extreme case like this, we would want to
have geoengineering options available.
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WASHINGTON, D.C.

SECHETARY OF THE TREASURY
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December 8,'1997

Mr. James S. Tisch

President and Chief ' .
Operating Officer

Loews Corporation

667 Madison Avenue

New York, NY 10021-8087

Dear Jimmy:

Thank you for your note, and for sending the article from ggggg_'
magazine on geoengineering solutions to climate change. I gather
that Reasopn often offers a new take on an znvironmental or

" resource problem, and this article is a goad example. As you
know, Washington is now debating the role >f technology in
addressing climate change. Nearly all of :he attention to date
has focused on enerjy supply and energy demand -- either things
that promise to deliver more work per unit of fuel {supply), or
new ways to use less energy {demand). {ve not ég;EBnal}y
followed the debate on the third appr&gégﬁf;;oengineering,’ ut I
have asked someone <o post me on this. ——_

Sincerely, \
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FROM: ' David Wilcox L/ 1)
Assistant Secretary (Economic P'olicy)

SUBJECT: Geoengineering solutions to climate change VA

This memorandum provides a brief description of geoengineering solutions to climate change.
This subjcct was brought to your attention by James Tisch, president ef Loews Corporation, in a
recent letter.

Summary. Geoengineering is the deliberate altering of the atmosphere or oceans to produce
some desired effect. Rather than trying to reduce greenhouse yas emissions, geoengineering
focuses on interventions to mitigate or offset the higher concentrations of greenhouse gases
expected in the future. An early attempt at geoengineering occurred between the 1940s and
1960s, when the US government tried to induce rainfall by cloud seeding. Now, as we search for

_solutions to climate change, geoengineering has made a comeback. In the face of the large
uncertainties involved in the climate change debate, it makcs sense o consnder a portfoho of
possible responses, mcludmg geoengineering

Background. One gcoengineering approach would boost the capacity of the oceans to absorb
‘carbon. The oceans drive the earth’s carbon cycle, as they are the greatest sink for atmospheric
carbon dioxide. Coastal occans, especially in the tropics and nid-latitudes, are particularly
important, as they contain high concentrations of plankton, minute plants and animals that
process carbon dioxide and other gases (ocean water that looks brown or green contains a lot of
pl'anklon; ocean water that looks blue does not).

Polar oceans, and most oceans far from a seacoast, cannot support much plankton, and thus do -
not absorb much carbon. These waters contain the nitrates and phosphates necessary for
plankton growth, but lack iron. The geoengineering solution would add tons of iron dust to the
polar oceans. stimulating plankton growth to absorb carbon dioxide. Other options include
painting roads and rooftops white to reflect more of the incoming sunlight. and sending into orbit K
thousands of reflective ballodiis 1o cut down the amount of sunlight reaching the atmosphere.  ,;vv
| | SN
Many critics of gcocngineering offer moral objections. To them, these plans smack of hubris. \ g
1

The onginator of the fron-sceding proposat eveii boasted: “Give me a tanker full of irommd T°1
give you another ice age.” But advocates point out that if we are to be prepared to respond to ){L- ¢ o]

- climate change, we will need a large R&D portfolio. includiny energy supply options, energy '\ - ”' P
demand options, adaptation measures (c.g. sea walls), and gecengineering. Ice-core cvidence ¢ ¥ ™"
now tells us that the carth’s climate has sometimes oscillated wildly, with temperature swings of
10 or 20 degrees C in a few decades. Certainly, in an extreme case hke this, we would want to

3
have geoengineering options available. 5 -
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The Secretary of the Treasury

December 24, 1997

NOTE TO DAVID WILCOX

FROM: Bob Rubin

y ‘
Inconsistent luddites -- why is this no
different than genetic improvement of
plants in my view. .
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

ASSISTANT . SECRETARY

June 17, 1998
MEMORANDUM FOR DEPUTY SECRETARY SUMMERS

FROM: David Wilcox D/
' Assistant Secretary (Economic Policy)

SUBJECT: Meeting of G-7 Working Group on Climate Change

A meeting of the G-7 Working Group on Climate is scheduled for July 17 in London. The
purpose of the meeting is to emphasize the importance we attach to unfettered trading, and to
begin to engage the economic agencies in other governments on a topic that until now has been
dominated by the environmental agencies.

Melinda Kimble of the State Department has unilaterally declared that she would lead the.
delegation. Of all the issues related to climate change, this is the one where it makes the most
sense to have economists in charge. I have spoken with David Sandalow, who is sympathetic to
this point of view.

There are several options.

Option 1: You lead the delegation. This would send the biggest signal about the importance the
US places on economic issues. One possibility is that you spend a couple of hours on this issue,
and then spend the rest of the day on other issues while a technical working group continues on
this topic. This would allow you to use the time to discuss other pressing issues.
Option 2: You send a letter to your counterparts, stating the importance you place on the

~ economic issues on the climate change agenda, and urging them to send high level deputies. Jeff
Frankel or ] would lead the delegation.

Option 3. We work with OASIA to have climate change added to the agenda for the next meeting
of G7 finance deputies.

Option 4: No change. State Department would lead the delegation.

Please let me know your preference, so that we may go ahead, if necessary, with an alternative
proposal to the State Department.
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Department
of the Treasury

.;C‘)fﬁce of
Tax Policy

Date: July 7, 1998

To: #Deputy Secretary Summers
Sheryl Sandberg

Attached i$ a copy of Karl Scholz’s testimony on the climate change tax initiatives before the
Senate Coinmittee on Energy and Natural Resources.

Geraldine Gerardi
Director, Business Taxation Division
Office of Tax Analysis

Room 4217
Phone: 622-1782



For Release Upon Delivery
Expected at 9:30 a.m.
June 4, 1998

STATEMENT OF JOHN KARL SCHOLZ
DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS)
DEPARTMENT OF THE TREASURY
~ BEFORE THE
SENATE COMMITTEE ON ENERGY AND NATURAL RESOURCES

Mr. Chairman and Members of the Committee:

I appreciate the opportunity to discuss with you today the Administration’s climate change
tax incentives.

As you know, a few months ago, in the Administration’s budget for FY 1999, the
President presented to the Congress his plan to begin addressing climate change. That plan
includes $3.6 billion of tax incentives that will encourage energy efficiency and renewable energy
sources. The proposed tax incentives are part of a larger package of technology initiatives. In
addition to the $3.6 billion of tax incentives, the Administration proposed $2.7 billion for R&D
and deployment of energy efficiency, renewable energy, and carbon-reducing technologies. These
provide a total of $6.3 billion in new funding and tax incentives over five years. We believe that
these initiatives will stimulate the development and use of techriologies that can help to improve
energy efficiency and reduce greenhouse gas emissions.

My comments today will focus on an explanation of the Administration’s proposed tax
incentives.

DISCUSSION

Individuals and businesses underinvest in energy-saving technologies because the private
returns from those investments are lower than the benefits to society. Private incentives may be
too low because the market prices that serve as the signals that influence investment decisions do
" not take into account the benefits to society attributable to energy savings. Investments in
energy-saving technologies can reduce dependence on oil imports and slow the buildup of
greenhouse gases in the atmosphere. Tax incentives are an appropriate method for addressing the
failure of market prices to achieve the desirable level of investment in energy-saving technologies
because they can increase the private return from the investment by reducing its cost.



The proposed tax incentives are intended to reduce energy consumption and greenhouse
gas emissions by encouraging the deployment of technologies that are highly energy efficient and
that use renewable energy sources. Tax incentives can only be claimed for items that meet high
standards for energy efficiency, use renewable energy sources, or reduce emissions of certain
highly potent greenhouse gases. If the incentives are successful and are claimed by taxpayers,
there will be energy savings and reductions in greenhouse gas emissions. If taxpayers do not take
advantage of the incentives, however, there will be no revenue loss.

Specifically, we designed the incentives to take into account the following considerations:

(1) Superior energy efficiency compared to conventional equipment. The eligible
iterns must meet high standards for energy efficiency or use renewable energy sources. This helps
to ensure that scarce public resources are being used for the intended goal of reducing.
greenhouse gases. :

(2) High threshold for eligibility. The eligible items must presently account for a small
share of the market. This minimizes windfalls for purchases that would have been made anyway.

(3) High up-front costs compared to conventional equipment. The targeted
technologies have significantly higher purchase prices than conventional equipment and, at current
market prices, are not universally cost-effective. These high up-front costs are another reason not

- many would be purchased without the credit.

(4) Commercially available. The items must be commercially available or near
commercialization. This ensures that the incentives encourage the deployment of new
technologies that private markets have already developed.

(5) Ease of administration. The items must be able to be defined precisely enough so
that the Internal Revenue Service can administer the incentives. This helps to ensure that
" incentives are claxmed only for items for which they are intended. :

We also targeted tax incentives to address certain emissions of highly potent greenhouse
gases that in some cases have atmospheric lifetimes of thousands of years and a global warming
potential as much as several thousand times greater than carbon dioxide, the most abundant
greenhouse gas.

The tax incentives the Administration has proposed cover the four major greenhouse gas-
emitting sectors of the economy: buildings, industry, transportation, and electricity.

Buildings

Buildings currently account for about one-third of energy consumption and the related
greenhouse gas emissions. The proposed tax incentives for the buildings sector would encourage



investment in a new generation of energy-efficient building equipment, highly energy-efﬁcnent new
homes, and rooftop solar systems.

Tax credit for highly energy-efficient building equipment

A 20 percent tax credit would be provided for the purchase of certain highly energy-
efficient building equipment. This credit encourages the purchase of equipment that will improve
the energy efficiency of both residential and commercial buildings. The items covered are certain
fuel cells, ¢lectric heat pump water heaters, natural gas water heaters, electric heat pumps, natural
gas heat pumps, and advanced central air conditioners. Only very energy efficient equipment of
-each type would be eligible. The credit would be temporary -- for equipment purchased between
January 1, 1999 and December 31, 2003 (fuel cells would be delayed one year). The revenue cost
of this incentive is estimated to be $1.4 billion for FY 1999 - 2003,

The proposed tax credits reflect the considerations noted above. Eligible items embody
new, cutting edge technologies, generally capturing less than 1 percent of market sales.’
Therefore, few of the credits would go for purchases that would have been made anyway. These
top-tier technologies have substantial purchase prices and are not universally cost-effective, but
offer superior energy efficiency compared to conventional equipment. For example, compared to
typical units on the market, the eligible advanced air conditioning systems and electric heat pumps
are 40 percent more efficient, and eligible electric heat pump water heaters and natural gas heat
pumps are about twice as efficient. Eligible items are currently available. Energy efficiency
standards are available for the eligible equipment so that items could be deﬁned precisely enough
for IRS to administer the credit. A

Through 2008, we estimate that over 7 million taxpayers will purchase energy efficient

equipment cligible for the credit. As noted above, eligible units are substantially more energy
efficient than the typical units on the market.

Tax credit for new energy-efficient homes

Residences account for about one-sixth of US greenhouse gases and offer one of the
largest sources of energy saving potential. Almost one million new homes and manufactured
homes are built and sold each year. Some states and certain Federal programs require new houses -
to meet Model Energy Code standards for insulation and related construction standards, and for
heating, cooling and hot water equipment. But the energy efficiency of new homes could be
improved by 50 percent or more through the use of energy efficient building practices and more
efficient heating and cooling equipment.

To encourage the purchase of new highly energy-efficient homes, a tax credit would be
provided equal to one percent of the purchase price {up to 2 maximum credit of $2,000) of new
homes that use at least 50 percent less energy for heating, cooling and hot water than the Model
Energy Code. The full credit would be available for homes purchased between January 1, 1999



and December 31, 2003, and would phase out in 2006. The revenue cost of this incentive is
estimated to be $0.2 billion for FY 1999 - 2003.

Again, we have set a high threshold for eligibility for the credit. Eligible houses would be
very energy efficient compared to present standards. Energy used in housing eligible for the
credit would be reduced by 75 percent to 85 percent compared to existing housmg and by over 50
percent compared to new housmg

Tax cre'dit,for rooftop solar systems

Solar energy systems, which accounted for .02 percent of electricity generation in 1996,
have the potential to reduce greenhouse gas emissions and energy costs for businesses and
individuals. The tax credit for the purchase of rooftop photovoltaic (PV) systems and solar water
heating systems solar systems would make these systems more affordable and encourage their
purchase. The credit would be 15 percent of qualified investment up to a maximum credit of
$2,000 for PV systems and $1,000 for solar water heating systems. The credit would be available
from January 1, 1999 to December 31, 2003 for solar water heating systems, and to December
31, 2005 for rooftop PV systems. The revenue cost of this incentive is estimated to be $0.1
billion for FY 1999 - 2003. .

This tax initiative will help to achieve the President’s goal of one million solar roofs by
2010. Heat and electricity produced from solar energy systems produce no greenhouse gases.

Industry

The proposed tax incentives for industry would promiote energy efficiency by encouraging
investments in combined heat and power systems that make effective use of energy that is
otherwise wasted in producing electricity by more conventional methods. Tax credits are also
provided to encourage the replacement of certain electricity circuit breakers that are prone to leak
a potent greenhouse gas and the purchase of equipment that recycles certain greenhouse gases
used in the semiconductor industry.

Tax credit for combined heat and power (CHP) systems

CHP systems use thermal energy that is otherwise wasted in producing electricity by more
conventional methods. These systems increase energy efficiency, lower the consumption of
primary fossil fuels and reduce carbon emissions as compared with conventional methods.

, To encourage and accelerate investment in CHP equipment, a 10 percent tax credit would
be provided for investments in CHP systems that meet certain energy efficiency requirements. A
qualified system would be required to produce at least 20 percent of its total useful energy in the
form of both thermal energy and electric or mechanical power, and would have to meet certain
efficiency standards. The credit would apply to- property placed in service between January 1,



1999 and December 31, 2003. The revenue cost of this incentive is estimated to be $0.9 billion for
FY 1999 - 2003. -

Current cogeneration capacity is nearly 45 gigawatts. The credit should increase that
capacity by about ten percent. Eligible CHP systems should reduce input energy requirements by
about one-third compared to conventional systems. This saving is achieved by capturing the
current waste heat that is created during the generation of electrical energy and using that waste
heat in a thermal application. This saves fuel costs and generates fewer greenhouse gas emissions.

Tax credit for replacement of certain circuit breaker equipment

Certain older, large power circuit breakers used in the transmission and distribution of
electric power are particularly prone to leak sulfur hexafloride (SF6). This equipment, usinga -
dual pressure technology that was no longer produced after 1985, is particularly prone to leak as
the seals corrode over time. The purpose of the tax incentive is to encourage utilities to replace
the old equipment with new equipment. To prevent the old equipment from being sold to another
utility in the US or abroad, the old equipment must be cemf ed by an appropriate third party to
have been destroyed.

To encdurage the replacement of leaky circuit breakers, a 10 percent credit would be
provided for the cost of new equipment. The credit-would apply to new equipment placed in
service between January 1, 1999 and December 31, 2003. The revenue cost of this incentive is .
estimated to be less than $50 million for FY 199% - 2003.

Tax credit for perfluorocompound (PFC) and hydrofluorocarbon (HFC) recycling equipment

PFCs and HF Cs are among the most potent greenhouse gases because of their extreme

 stability in the atmosphere and strong absorption of radiation. Because of the rapid anticipated
growth of the semiconductor industry, the use of these gases is expected to grow at rates of 20 to
30 percent per year for the next ten years. A 10 percent tax credit would be provided for the
purchase of equipment to recycle and recover PFCs and HFCs used in the production of
semiconductors. The credit would apply to equipment placed in service between January 1, 1999
and December 31, 2003. The revenue cost of this incentive 1s estimated to be less than $50
million for FY 1999 - 2003.

These two tax credits are targeted toward emissions of very potent greenhouse gases that
in some cases have atmospheric lifetimes of thousands of years and a global warming potential as
much as several thousand times greater than carbon dioxide.

Transportation
The proposed tax initiatives in the transportation sector include tax credits for the

purchase of highly fuel-efficient cars and light trucks, and an incentive to encourage public
transportation and vanpools.



Tax credits for highly fue] efficient vehicles -

Cars and light trucks (including minivans, sport utilities, and pickups) currently account
for 20 percent of greenhouse gas emissions. Tax credits for highly fuel efficient vehicles will help
to move vehicles that are ultra efficient from the laboratory to the highway. Thus this credit
complemerits the research Partnership for a New Generation of Vehicles (PNGV program) that
will develop a production prototype of a family car with thrée times the fuel economy of today’s
comparable car (about 80 miles per gallon) by 2003-2004.

Two tax credits would be provided:

-- A $4,000 credit for-a vehicle with triple the base fuel economy for its class. This
credit would be available for purchases of qualifying vehicles beginning January 1,
2003. The credit amount would be phased down to $3,000 in 2007, $2,000 in
2008, and $1,000 in 2009, and would be phased out in 2010.

-- A $3,000 credit for a vehicle with twice the base fuel economy for its class. The
$3,000 credit would be available for purchases of qualifying vehicles beginning
January 1, 2000. The credit amount would be phased down to $2,000 in 2004,
$1,000 in 2005, and would be phased out in 2006.

These credits would be avatilable for all qualifying vehicles, including cars, minivans, sport
utility vehicles, pickup trucks, and electric vehicles. The revenue cost of this incentive is
estimated to be $0.7 billion for FY 1999 - 2003.

Ageﬁn, we have set a very high threshold for obtaining these credits. Eligible vehicles
must be two or three times as efficient as today’s comparable vehicles. Tripling a car’s fuel
economy reduces its emissions of carbon dioxide by 67 percent; doublmg a car’s fuel economy
reduces its emissions of carbon dioxide by 50 percent.

Equalize the tax treatment of parking and transit benefits

Under present law, qualified transportation fringe benefits provided by an employer are
excluded from income. Qualified transportation fringe benefits include parking, transit passes,
and vanpool benefits. Beginning in 1998, parking is excludable from gross income even when
provided in lieu of other compensation payable to an employee. Transit passes and vanpool -
benefits, however, are only excludable if provided in addition to, and not in lieu of, any
compensation otherwise payable to an employee. In 1998, the amount of employer-provided
benefit that is excludable from income per month is $175 for parkmg and $65 for vanpool and
transit benefits.

This initiative would equalize the tax treatment of parking benefits and transit and vanpool
benefits. To encourage public transportation and vanpools, employers would be allowed to

6



provide tax free transit and vanpool benefits in lieu of compensation, up to the same amount that
they can provide for parking beginning January 1, 1999. The revenue cost of this incentive is
estimated to be $0.1 billion for FY 1999 - 2003, A similar provision is contained in the Surface
Transportation Revenue Act of 1998.

Electricity

Extension of tax credit for electricity produced from wind and biomass

Wind energy systems accounted for about .09 percent of electricity generation in 1996.
What is deployable today is the result of successful R&D in the past. To encourage the
- production of electricity from wind and certain biomass, a S-year extension is proposed for the
present 1.5 cent per kilowatt hour tax credit (adjusted for inflation after 1992). The present
credit, which applies to facilities placed in service before July 1, 1999, would be extended for five
years. The revenue cost of this incentive is estimated to be $0.2 billion for FY 1999 - 2003.

This tax credit helps to make electricity from these systems competitive with other forms
of electricity generation. Electricity produced from wind energy systems produces no greenhouse
gases. '

CONCLUSION

Our goal has been to design a package of tax incentives to achieve reductions in
greenhouse gases and to increase energy efficiency. The tax incentives have well-defined goals.
Eligible items offer superior energy efficiency, use renewable energy sources, or reduce emissions
of some of the most. potent greenhouse gases. If taxpayers claim a credit, it is for items that
produce energy savings and reductions in greenhouse gas emxssxons If taxpayers do not take
advantage of the credits, there is no revenue loss.

The impact of the incentives in this package on greenhouse gases will likely increase

. significantly in the years beyond the ten-year budget window, and those distant effects, by their
very nature, are the most difficult to predict. That is why the Administration has chosen not to
make speculative estimates about the potential benefits. I would like to illustrate this point with
one example. I stated earlier, with respect to the tax credit for highly energy-efficient building
equipment, that the affected equipment presently captures less than one percent of market sales.
With the credit in place, we expect this fraction to increase significantly in the short-run. We aiso
expect that after the credit has'expired the share of the market for highly efficient building ’
equipment will be much larger as a result of the credit. But whether it will double, or triple, or
increase by a factor of 10 is unclear. The estimated impact on emissions reductions will hinge on
assumptions about the Jong-term increase in market share which is very difficult to predict.

In conclusion, Mr. Chairman, we believe that the Administration’s proposed tax incentives

represent sound policy that will have long-term beneﬁts We look forward to working with the
Congress on thls matter.
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DEPARTMENT OF THE TREASURY:
WASHINGTON, D.C.

SECRETARY OF THE TREASURY

March 20, 1998 é,
MEMEORAND‘UM FOR PRESIDENT CLINTON
FROM: * Robert E. Rubin /P__ L (L .
SUBJECT: The HIPC Debt Initiative ' L

~ Why the HIPC Debt Initiative was Created

The United States advocated the Heavily Indebted Poor Countries (HIPC) initiative because we
recognized that existing debt relief mechanisms were not sufficient for the most heavily mdebted
poorest countries. For a limited number of countries, even up to 67% debt reduction to be
provided under Naples terms in the Paris Club would not be sufficient. HIPC will provide a final
- exit from repeated debt rescheduling. Creditor governments will provide up to 80% debt
reduction and, for the first time, international financial institutions are providing relief, as well.

Progress to Date

We expect 15-20 countries worldwide will need very deep relief under HIPC, 11-16 in Africa.
Since last spring the process has accelerated; by this April we expect eight countries to be
declared eligible, six of these are African: Uganda, Burkina Faso, Cote d’Ivoire, Mali, Guinea-
Bissau and Mozambique. We expect more countries to qualify this year. In recognition of its
strong economic reform record, Uganda was the first country to become eligible and is expected
to receive final HIPC debt relief in April totaling $700 million in nominal debt service.

Conditionality

The objective of HIPC is to achxeve sustainable development and growth and manageable debt-

“burdens.. Some argue that debt relief should be provided unconditionally, but debt relief alone,
without necessary and sustained reforms, would not provide the foundation for sustained
economic growth. Debt relief and conditionality must go together.

Why an Expanded Debt Relief Program Is Not Needed

There has been pressure to provide deeper debt relief, to provide relief sooner and to offer
benefits for more countries. While some argue that African countries should have even deeper
debt reduction or have their debts forgiven entirely, we think that would actually be contrary to
the countries’ interests. First, this could create a serious moral hazard problem if countries
borrow with the expectation that their debts will be forgiven. Second, if we create a presumption
that Africa cannot sustain any debt, we might discourage lenders from providing much needed
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finance: Nevertheless, some creditors are doing even more to help release further resources for
health, education and development. The United States, for example, is also planning to provide
full debt forgiveness of outstanding concessional debt for strong performers in Africa under your
Partnership for Growth and Opportunity.

While some argue that countries should receive debt relief more quickly, countries with a strong
record of reform will receive final HIPC debt relief in less than the six years that would normally
be needed to assure that sufficient reforms are in place. Moreover, we have encouraged all
creditors to provide interim relief during the initial stages of reform so that debtor countries begin
to enjoy the benefits of debt relief while they are establishing a record of reform. :

In sum, you may be pressed to advocate at the Birmingham Summit steps to accelerate HIPC
relief, provide deeper relief, extend HIPC relief to more countries or lessen condltlonahty This
could be counterproductive for the reasons discussed above.

Additionally, you should be careful not to raise expectations that the fragile G-7 coalition for
HIPC relief cannot deliver. On February 21, the G-7 Finance Ministers said that they looked
- forward to determined and speedy extension of debt relief to more countries and called on all
eligible countries to embark on the process as soon as possnble and to take steps to ensure that all _
can be in process by the year 2000.

We have a positive story to tell and believe that our approach best serves the interests of the
African countries for the reasons discussed above. They key now is for these countries to reform
their economies.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THZ TREASURY o February 12, 1999

MEMORANDUM FOR THE VICE PRESIDENT
" FROM:.  Robert E. Rubin_ p 24.
'SUBJECT: | Poor Country Debt Initiatives

Attached is a memo that I sent to the President today explaining our current pohcy on hxghly

" indebted poor country (HIPC) debt and initiatives on debt in the FY 2000 budget pmposal. You
alluded to some of these initiatives in your Davos speech. This is an issue that is receiving
increasing public and policy attention and one which Pope John Paul II may have raised with you-
and the President in St. Louis. :

HIPC dr’bt also will receive cansiderable attention at the Cologne Summit and I expect to discuss
it with my counterparts in Bonn next week. We also are talking to yourstaffabout the
pcssibﬂ:ty of an “event” fcr the White House to highlight these efforts.

Elements of our mcmsmgl, activist policy toward HIPC dcbt mductton include a request to
Congress to make a contribution to the HIPC Trust Fund, authority to allow income on profits
from IMF gold sales to pay for debt reduction and new concessional lending —~ as you announced
_ in Daves, continued participation in multilateral Paris Club debt reduction, forgwenm of ‘
_ concessional debt under the President’s Africa Initiative, and initial funding for using debt to
fund tropical forest conservation programs under the Portman Act.

gy ~
gy

Attachment



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. '

February 12, 1999

SECRETARY OF THE TREASURY

MEMO RANDUM FOR THE ]PRESIDENT

FROM: Robert E. Rubin M

SUBJECT: ' Pocr Country Debt Initiatives

I want to outline for you a series of initiatives that we are ta.kmg to strengthen the mtcmauonal

effort to reduce the debt of the poorest, most heavily indebted countries. In this regard, we want
" to take a new, somewhat more activist approach as part of the agenda for the Cologne Summit.

President Chirac, Chancellor Schroeder and Prime Minister Blair are likely to be supportive.

Your FY 2000 budget request includes a number of initiatives that underline our commitment to
addressing the problems of the world's poorest countries in dealing with their debt overhangs and
demonstrate our continued leadership in this regard. We also are exploring alternative ways to
make a public statement to }ighlight these initiatives.

. .
In G-7 meetings leading up to the Summit and at Cologne we will propose an intensification and
expansion of existing international efforts and urge others to take actions similar to what we are
. proposing as part of a concerted, joint endeavor to deal with the debt problems of the poorest
countries. Since current international debt reduction programs remain under-funded, however, it
- will be necessary to insure that new actions can be financed, espec1ally for the multilateral
institutions.

Present Situation

The $200 billion external debt burden of HIPCs remains a formidable challenge to development.
Of 40 EIPCs, 5 that are presently enduring long-standing domestic conflicts (Angola, DROC,
Liberia, Somalia, Sudan) owe nearly $45 billion, while 3 others (Ghana, Kenya, Laos) that owe
$15 billion do not need international debt forgiveness. The remaining 32 (see attached list) owe
their international creditors about $140 billion. For that group as a whole, quantitative
indicators of debt bitrdens remain well above those for other developing countries -- the real
value of debt to exports was more than 450% in 1996, compared with 200% on average for the
other developing countries, and the real value of debt to national income was 130%, compared to
about 50% for others.

Our overall policy on debt reduction for HIPCs has been to forgive debts in support of sustained
economic reforms by the recipient country. Such conditional relief increases the chances that the
debt forgiveness will, in fact, free up resources that would otherwise be required for burdensome
debt payments so those funds can be used for fighting poverty, child survival programs, and



2
environmental protection activities. Debt reduction together with sound policies contributes to

achieving sustainable development, economic growth, and meeting basic human needs.
. )

In the last 10 years, the U.S. has forgiven more than $4 billion in debt. Nonetheless, the 40
HIPCs still owe more than $6.5 billion to the United States Government. On the other hand, the

~ 32 receiving or expected soon to receive debt relief from the international community now owe
us less than $2 billion and we expect to forgive more than $400 million of that amount during FY
1999 and FY 2000 through both the Paris Club and your Africa Initiative.

New Initiatives
Three points should be kept in mind:

D Debt reduction is not free. It must be paid for with budget resources to compensate for
- value foregone and budgetary appropriations are necessary for this purpose. Since FY

. 1994 the Administration has received $106 million in budget authority, which by the end

of this fiscal year will result in forgiving nearly $840 million in debt to the United States.

2) The current HIPC initiative is not fully funded. The financial set-asides by the
multilateral institutiéns fall short by almost $2 billion, ar nearly half of their estimated
total costs of debt forngeness, and represent a dollar-for—dollar claim agamst member
governments.

3) We need to find the right balance between debt reduction to levels consistent witha

’ country’s capacity to pay, which is our approach, and total debt forgiveness, which we

- believe should be reserved for concessional debt only and only in exceptional cases, so as
" not to encourage the notion that countries can.walk away from their obligations.

To strengthen and deepen the HIPC initiative we are proposing:

S More extensivé efforts'to fund the HIPC Trust Fund, which finances the costs of debt |
: reduction by the IFls other than the World Bank and IMF (e.g., the African and Inter-
American Development Banks). There is presently $302 million in the Fund or pledged.

»  As part of the FY2000 budget, we seeking a $50 million contribution, which
would be the largest to date by any G-7 country and one of the largest overall. We
are hopeful our proposed contribution will stimulate others.

2. Mobilization by the IMF of $3.5 billion, both to support reduction of HIPC debt owed to
the IMF and to provide low cost loans to other poor countries.

> Resources would be generated in the form of income by investing the profits from |
sales of at least 5 million ounces of gold, as announced by the Vice President in
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Davos as well as use of a $1.4 billion IMF reserve account, seekmg bllateral
contributions, and poss1bly use of some JMF income. ‘

> U.S. support would include agreement to allow the IMF to use some or all of our
‘'share (about $300 million) of the reserve account as grants to reduce HIPC debt,
rather than being refunded to the United States. We also could support larger
sales of gold — up to 10 million ounces which could generate a total of as much of
$3 billion over the 15 years during whxch new IMF concessional loans would be
outstandmg

Emergency funding this fiscal year from the Central American supplemental of $41
million to respond to the need to address exceptionally the debts owed by Honduras and
Nicaragua, the two countries most senously affected by recent hurricanes in Central
America.

> The money being requested is in addition to $54 million in debt relief via deferral
of all principal and interest that was announced by the First Lady dunng her recent
visit to the region..

> These ﬁmds&vould perxmt deeper debt reduction, for Honduras and Nlcaragua than
had been anticipated prior to Hurricane Mitch, as well make as a $25 million
. contribution to the Central American Emergency Trust Fund that is managed by
the World Bank for helping countries to meet their u:nmedmte obligations to
multilateral ﬁnanmal institutions.

> Under this program, the United-States will write-off nearly $140 million in debt
owed it by Honduras and Nicaragua, which is in addition to the more than $700
million owed by those two countries that had been forgiven previously.

$20 million to pay for continued participation in debt reduction through the multilateral

Paris Club of creditor nations and for additional reduction of concessional debts owed by
countries eligible to participate in the President’s Africa Initiative. '

» - These funds, combined with mbney that has been set aside this fiscal year will
fund-at least another $400 million in debt reduction for HIPCs in FY 1999-2000.

Initiation of a new program to use debt to achieve funding of tropical forest conservation.

» $50 million has been requested for the first year of this program to reduce debt
~and to fund local civil, social, and environmental programs.

Through these proposals, we are demonstrating that your Administration remains committed to
programs of sustainable development for the HIPCs, based on sustained programs of economic




e e g e e s

4

reform and debt reduction. Nevertheless, a number of proposals have been advanced, including
by the Pope, for more generous and earlier debt forgiveness. We fully support complete write-
offs of concessional debt in specific cases, since much of that lending should have been in grant
form initially,-and substantial reduction of non-concessional debt. The more far-reaching
proposals, however, are counterproductive and could not be achieved without creating problems.

We believe that conditioned, phased, and substantial, but not complete write-offs are preferable.
Our proposals are not nearly as dramatic as those for full, immediate, and unconditional write-
offs, but they will result in manageable debt stocks, promise more sustainable development over
the mednm—term, and preserve the ﬁnancxal integrity of the multilateral institutions.

Moreover, complete debt reduct:on, while possxbly morally satisfying, has significant drawbacks
for both debtors and creditors. Countries that took credits in good faith have an ethical duty to
attempt to make good on their obligations. That is the basis of a system of voluntary lending and
borrowing and blanket write-offs could have a chilling effect on new credit, even when loans are .
concessional or.made for developmental purposes.

There also is a moral hazard problem of countries undertaking obligations and being relieved of
those without significant efforts on their part to correct the controllable economic policy
conditions that have contritffited to debt difficulties. We cannof expect to relieve poverty only
with debt reduction, but we can expect that countriés whose debt isbeing reduced will pursue
non-inflationary, growth-oriented policies that are self-sustaining and do not waste the resources
_ freed-up by our actions. The immediate debt service burden of countries can still be addressed
by rescheduling in the short-term, with obligations actually forgiven as conditions are met. In

* other words, significant debt reduction can be achieved over time, but this conditional, phased
approach seeks to balance benevolence with pragmatism and is, on balance, a more appropriate

response. R —

Each of the programs bemg pursued which together will commit $470 million in U.S. FY 2000
funds -- will further relieve stress on the budgets of heavily indebted poor countries and allow
them to spend more of their own resources on meeting basic human needs, programs for
enhancing child development, and environmental protection activities. These programs are
flexible, eligibility by HIPCs for participation in them and their progress toward debt reduction is
hmlted only by the rate of their own performance ‘
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DEPARTMENT OF THE TREASURY 79144
WASHINGTON, D.C,

Fébruary 10, 1999

" . UNDER SECRETARY

MEMORANDUM FOR THE SECRETARY

DEPUTY SECRETARY SUMMERS
FROM:  UNDER SECRETARY GEITHNER /%4
SUBJECT: Poor Country Debt Memo for the President

L

Recommendation:
- That you sign the attached memo to the President outlining our policy on debt reduction for

HIPCs and initiatives we are undertaking to strengthen the current international strategy, as well
asa forwa;dingﬁs;‘t'q the Vice President.

V" agree

Background .

Disagree Let’s discuss.

The President’s FY 2000 budget request contains several elements of a more activist USG policy
toward debt reduction for HIPCs, including a contribution to the HIPC Trust Fund, authority to
allow income on profits from IMF gold sales to pay for IMF debt reduction and new ESAF
lending, continued participation in Paris Club debt reduction, concessional debt reduction under
the Africa Initiative, and initial fundlng for using debt for tropical forest conservation programs
(the Portman Act). :

“In addition, the Germans have announced a Cologne “initiative” that in many respects mirrors
positions we and others in the G-7 have taken for some time. These would broaden debt
reduction under the HIPC initiative by writing-off concessional debts and provnde flexibility thh
regard to the timing and depth of reduction.

Nevertheless, there is a considerable amount of misinformation and misdirected criticism of debt
reduction programs and policies, including by the Pope and Jubilee 2000 proponents. Given the
increasing prominence of these issues and their relevance for the Cologne Summit, the attached
memo is an effort to begin educating the President and the rest of the Administration as to the
extent of our actions and why faster and more complete debt write-offs are not advisable even for
the poorest countries.

s
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DEPARTMENT OF THE TREASURY
'WASHINGTON, D.C.

UNDER SECRETARY

MEMO| IRANDUM FOR THE SECRETARY
DEPUTY SECRETARY SUMMERS

FROM: ' Timothy Geithner

SUBJECT: Memo to the President and Vice President on New Debt
\ f Initiative

ACTION FORCING EVENT:

Here’s the note to the President and Vice President on our ‘proposed debt initiative.

When we went over this with the NEC Deputies yesterday, we found general support and
enthusiasm for the substance, but some reluctance to outline the full details in public next week.
Steinberg, in particular, argued for a more general statement by the President on Tuesday, mostly

on the grounds that he thought it would be better to have more time for consultations with the
Congre<s and the NGO community, and even the G-7, before we went public.

Lael Brainard called today, however, and said that the President would want to outline the full
plan.

We are drafting with the NSC two options for the President’s Africa speech, one general and one
~with the full substance of the plan. : . .

RECOMMENDATION: : -

That you sign the attached memo.

Agree Disagr'eev ‘ Let’s discuss.

Attachment



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

SECRETARY OF THE TREASURY

~

March 15, 1999

MEMORANDUM FOR THE PRESIDENT

THE VICE PRESIDENT
FROM: RobertE. Rubin & €. &, .

Lawrence Summers ‘< H {
SUBJECT: New Debt Initiative

We have put together a proposal for a new international initiative to reduce the debt burden of the

poorest. developmg countries that will put you in a Ieadershlp position among the G-7 but at the
same time is responsible.

This approach substantially advances the proposals put forth by the Vice President at Davos and
outlined in the FY2000 budget. The new initiative would provide more relief, more quickly to a
broader range of highly indebted poor countries that have strong reform programs, would expand
the amount of debt forgiven by an estimated $70 billion and bring in nine more countries than are
eligible under the current program. Adding this to the $32 billion in debt reduction potentially
available under the current program, would increase the total total debt to be forgiven for all
potentxally-ehgible countries by all credltors to as much as $102 billion. The details are outlined
in the attached note. .

The President will be speaking at the US - Africa Ministerial next week, and could unveil this.
strategy in detail at this gathering or present it in a more general thematic manner only at that
tlme

Broad Objectives -

In outlining this proposal, you would call on the international community to commit to work
towards the time when no nation that is committed to economic reform and to building the
institutions necessary for effective and accountable government is left with an unsustainable debt
burden that unduly constrains it from devoting resources to satisfy the basic needs of its people.

This new initiative would preserve the underlying principle of reciprocal responsibility in the
current program, with relief targeted to performance. The program would offer two tiers of

* treatment — more generous treatment than is available under the current program for all eligible

countiies and exceptional treatment for countries that meet strong governance standards and
commit to devote the resources saved to meeting basic human needs. And, in contrast to the
current HIPC framework, we would seek to put greater emphasis on early and substantial cash

flow relief, in addition to deeper debt reduction.
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This approach does not embrace proposals for complete debt forgiveness or general moratoria,
which vie believe would impair the capacity of these countries attract the pnvate capital flow that
. is critical to long-term development and could encourage countries to engage in imprudent
borrowing and maintain poor policies in the hope that their. debts would not have to be repaid.

~ Key Elements

To meet these ob;ecnvw, the international community would move beyond the current outlines of
the HIPC program to adopt the following approach, which combines proposals that provide more
generous treatment for all countries that meet the existing HIPC performance criteria, with
measures that would provide exceptional treatment for exceptxonal performance:

. Front loaded relief

A new focus on early debt service relief by the international financial institutions,
which under the current program only provide debt stock reduction at the end of
the program.

An immediate increase in the debt eligible for cash flow relief from government
creditors by shifting the “cutoff” dates that define what debt is included. The Paris
Club of creditor countries specifies the debts eligible for reduction or rescheduling
at a point in time, which in many cases goes back to the early-to-mid-1980s, and

excludes newer debts.

. Deeper debt reduction

*

‘Complete forglveness of bilateral concessional loans, mther than rescheduling as is
" done at present.

Deeper reductions in bilateral non-concessional debt (from up to 80 percent to 90
percent across the board).

- Expanding the debt eligible for reduction by shifting “cutoff” dates, as above,

which would leave less debt outstanding after forgiveness.

»  Exceptional relief with targeted support for basic human needs

- Deeper debt reductions for countries that have strong records on governance and

civil society reforms and commit to devote the resources saved to meet basic
human needs. It will be important, but difficult to find a mechanism for making
these determinations in a relatively objective manner that is not vulnerable to

politicization.

Innovative approaches, such as debt for nature swaps, that channel resources from
debt service into local currency investments to support environmental protection,
education, or other needs.



o Avoiding future debt problems

» A connmtment to provide at least 90 percent of new oﬂicxal development
assxstance to HIPC countries on a grant basis. .

. Post conflict
¢ °  New approéches to help countries emerging from protracted domestic conflict that
‘ facilitate early engagement by the IFIs with resources to support reconstruction
and also to ensure that new aid flows are not diverted to paying-off old debt owed
to the same donors that are supplying assistance.

. New Financing

. Support for IMF gold sales, the World Bank’s HIPC Trust Fund and other
approaches to meet the financial costs of this initiatives.

Financial Com

" The financial costs of these proposals are sensitive to asmmptlons about which countries would

| , actuallv meet the performance criteria under the program.

’I’he direct budget costs to the United States of reducing the estimated $3.3 billion in bilateral debt
outstanding to all countries that meet the economic and financial criteria for HIPC eligibility
would be about $190 million spread over several fiscal years. Realistically, however, many of the
countries that meet the economic and financial criteria for HIPC eligibility would not meet the
performance criteria. ' Liberia, Somalia, and Sudan, for example, account for almost half the

budgetary costs, but have reform records that would disqualify them from HIPC treatment. Other . -

countries, such as Democratic Republic of the Congo (ex-Zaire) are mcluded in base costs, but
are not likely to come forward for debt relxef anytime soon.

The other G-7 and Paris Ciub creditors would face substantially higher costs, because they have
generally forgiven less bilateral debt than we have, and have providing a substantially higher
proportion of development assistance flows in recent years in the form of loans rather than grants.

The costs of meeting the IFI share of this initiative would be substantial, about $6 billion more

than under the current program. Our IMF financing proposals, including the use of interest

earnings on the proceeds of up to 10 million ounces of IMF gold and use of a special reserve

accouit, would meet only part of this gap. We are in the process of exploring other proposals,
“but are unlikely to be able to identify ways to close the full gap up front.

Because countries will become eligible only gradually and because not all countries are likely to
- qualify, we believe it is reasonable to go ahead without having fully identified how to meet the IFI
' portion of the program. The first HIPC program was launched in 1996 despite a very large
financing gap.



Alternative Approaches

The proposals outlined above would put us out in front of most of the G-7. However, there are
several alternative approaches offered by the NGO community and parts of the G-7 that are not
part of our proposal and that we do not believe we should support.

Acceleration. The UK and others have proposed acceleraung from six to tbree years the
point at which eligible countries get debt reduction. We believe it makes sense to preserve
the current framework, which provides for acceleration on a case by case basis, because of

the importance of preserving the incentive for a sustained record of performance. By

providing more substantial up front or “interim” cash flow relief, we can offer the same
financial benefit without undermining the incentive for sustained performance offered by

“withholding debt reduction until the end of the penod

Deeper reduction with less conditionality, Some have proposed offering deeper
reduction to all HIPC countries. Our approach, in contrast, provides a combination of
greater relief for all eligible countries with more exceptional treatment for those that have
better governance records and commit to devote the resources saved from debt service to
meeting basic human needs. This might be criticized by some of the beneficiary countries
and part of the NGO community and members of Congress as less generous and more
intrusive, but it is likely to be welcomed by much of the NGO community, because of the
emphasis on devotmg mcreased resources to basic human needs.

Comprehenswe forgweness or general moratorm. Our approach oﬁ‘ers s:gmﬁca.nﬂy _
more generous financial relief than is available under the current program without offering
comprehensive forgiveness or general moratoria. As we have discussed before, we believe
complete forgiveness, particularly of the non-concessional debt, could be
counterproductive by discouraging future private capital flows to the these countries. If
we were to signal indiscriminate relief of debt obligations regardless of a country’s
capacity to pay, we will undermine the incentives any country has to perform and reduce
the willingness of private investors to lend to those governments. It is important to
maintain the principle that borrowers should honor their obligations or new credit will not
flow. Debt forgiveness cannot be viewed as a right or an entitlement. :
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- U.S. Proposals for a Neiv Initiative on the Debt of the
Heavily Indebted Poorest Countries (HIPCs)

Proposmls and cost estimates:

These proposals are directed primarily at mobllmng more relief, at a more rapld pace, for a
broader range of countries that are poor, highly indebted, and committed to reforming their
economies. The more debtor countries take responsibility for sound economic policies that meet
basic human needs, the more creditor countries should be willing to respond with greater relief
of their debt burden.

Under tihe current HIPC program, 41 countries meet the income level threshold, and of these 23
have debt burdens large enough to make them eligible. Within this universe of countries, only
those that met the conditions for sustained economic reform, would actually received debt
reduction under HIPC.

If our entire proposal was adopted, we estimate that HIPC-eligible universe would be expanded
by 9 countries. Eligible countries would have their debt reduced by an additional $70 billion (of
which, 33 billion would be USG debt). The additional USG budgetary. costs would be about $190
million ($100 million, excluding Liberia, Sudan, and Somaha) There are likely to be indirect
budget costs associated with the IFIs, as well, but we beheve those should be maaageable and
spread-out over time,

Our proposal involves the following chanées to the current program:
Front Loaded
1. Debt service rehef (“interim relief”) by the IFIs.

»  HIPC time-line is 6 years: IFI relief is on the stock of debt at year 6. Bilateral creditors
already provide interim relief to HIPC countries throughout the 6 years, and stock relief at
year 6. This proposal would provide IFT rehef between the demsmn point (year 3) and the
completion point (year 6).

B The UK and Germany proposed reducing the HIPC tune-hne, our criticisms of their

approach are (1) this is already being done for the best reformers, (2) this removes the

whole idea of responsibility on the part of the debtor, and (3) “interim relief” by IFIs — as
is being done by the bilateral creditors — can have the same effect without excessxvely
undermining conditionality. '

We think that this proposal would have the support of Canada, France, Italy, and Iapan

Direct cost to the USG=-0-.
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Provide at least 90% of new aid (ODA) to HIPCs on a grant basis.

The US, UK, and Canada (plus the Nordics) provide over 90% of their aid to HIPCs ona
grant basis. This provides urgently needed money without i mcr&smg the size of a
country’s debt burden.

New concessional loans, on the other hand, increase a country’s debt burden and make it
more difficult to reduce debt service burdens because new debt is considered senior.

We think that Japan, France, and Italy would have the most problems with this proposal,
primarily because they provide a sxgmﬁcantly smaller share of their bilateral aid on a grant
basis.

Cost to USG = -0-.

| Deepen
IForgive 100% of bilateral concessional (ODA) debt

Bilateral ODA loans are not subject to debt reduction under the HIPC initiative, though
ODA debt is rescheduled over lengthy periods. The USG already has forgiven

_ concessional debt owed by many of the HIPC countries and has proposed additional

" forgiveness under the Africa Initiative.

'We have been pressing for inclusion of this debt in Pans Club reductlon since 1996, but
France, Japan, and Germany (which now has changed its position) have been opposed.
ZLeverage: ODA debt forgiveness by the USG on the 23 countries currently expected to
receive HIPC treatment would be $1.8 billion, the global amount would be around $31
billion.

" Cost to USG = $95 million in addition to amounts already requwted in FY 2000 budget
for the Africa Initiative.

Forgive 90% of non-concessional debt

Bilateral creditors already provide more than 80% debt stock reduction and interim relief
between the “decision point” and “completion point”on an ad hoc basis when necessary to
achieve debt sustainability targets. This proposal would increase the level for all HIPC
countries to 90%.

An increase to 100% without regard to a country’s capacity to service its obligations
would undermine reform incentives, would reduce the amount of resources available for
debt reduction to other debt-burdened countries, and could reduce the prospects for future
private capital flows to developing countries. Complete forgiveness would encourage
countries to borrow imprudently and pursue risky policies in the expectation they would
not have to repay their debts.

Leverage: the US would forgive an extra $300 rmlhon by raising debt forgweness on non-
concessional debt to 90% for the 23 countries currently expected to receive HIPC
treatment, the global amount would be around $1 billion.



Cost to USG = $40 million.

Consider including “post cutoff-date” debt in the base of non-concessmnal debt
eligible for reduction

Most HIPC countries have received bilateral debt reschedulings and reductions by hilateral
creditors for years. Usually an original “cutoff date” was set so that all debt contracted
before that date is considered eligible for debt forgiveness. Some of those “cutoff dates”
130 back more than 15 years — all debt contracted after the “cutoff date” is considered
senior and not eligible for debt forgiveness. Cut off dates are a mechanism for
encouraging new money to flow by providing seniority over other types of debt.

Our proposal would consider changing this “cutoff date” on a case-by-case basis, primarily
for the better reformers, to provide more extensive debt relief.

"Leverage a rough estimate of moving the cutoff date would be that an extra $400 million

in USG debt forgiveness would increase global debt forngeness by $4 billion.
Cost to USG = $25 million.

Quality

Providing exceptional levels of debt reduction to those countries that have strong records on
economic and civil society reforms and which commit to specific targets for devoting increased
resources to spending on education, health care, and other basic human needs and environmental
protection:

6.

Reduce debt sustainability targets:

A.  Reduce the present value of debt to exports to 150%.

" HIPC debt relief s provided to a country to allow it to meet a debt sustainability target of

200-250% of present value (PV) of debt/exports. The G7 generally support lowering the
target to a flat 200% (the UK has proposed 150%). We would propose lowering it to
150% for those countries that are the best economic reformers, are committed to devoting
increased resources to basic human needs, and have strong records in terms of
governance, anti-corruption, and democrat:c reforms.

We estimate that lowering this target would bring in 7 additional countries (Cameroon
CAR, Ghana, Guinea, Laos, Malawi, Sierra Leone) and increase debt relief by $23 billion

 (of which, $300 million is USG debt), while preserving the pnnmple of debtor

responsibility.

Additional global cost = $8 billion.

Cost to the USG = $15-20 rmlhon, does not include our share of mcreased IFI costs of $4
billion. A



7.

B.  Reduce fiscal target measure of debt sustainability to 250%.

For extremely open economies (40% of government revenues from exports and

giovernment revemues equal to at least 20% of GDP) — HIPC debt relief is provided to a
country to allow it to meet a debt sustainability target of 280% of PV of debt/revenues.
We would propose lowering the threshold measures to 30% of government revenues from
exports and government revenues equal to at least 15% of GDP and the target level of
debt to 250% of government revenues, using the same reform conditionality as in the
lowering of the debt/exports ratio.

Brings in 2 additional countries (Republic of the Congo and Honduras) and increases debt
relief by $11 billion (of which, $200 million is USG debt), while preserving debtor
responsibility and our values. '

Additional global costs = $4 billion.

. Cost to USG =$10 million; does not mclude our share of increased IEI costs of $2 billion.

Support for innovative approaches, such as debt for nature swaps ~as  embodied in
your FY 2000 budget request - to channel resources from debt service to support

_ for environmental protection, education, and other initiatives.

One way to insure that resources freed-up by reduced external debt would go to domestic
uses, would be to build on the approach pioneered by the USG in the Enterprise for the
Americas Initiative and the Tropical Forest Conservation Act to fund debt swaps for
environmental and educational i mmauves

Comnut to find innovative approaches to assist countries emerging from protracted
domestic conflicts,’

Included among the HIPCs are countries that have been engaged or are engaged in
domestic conflicts (e.g., Liberia, DROC).. Once they convincingly emerge from conflicts,
those nations need to rebuild their countries, but will not be immediately eligible to receive
the type of support envisaged in HIPC because their lack of a track records or reforms will
be weak..

Declare a moratorium on debt service to bilateral credxtors so that new aid flows to meet"

- humanitarian needs and finance reconstruction are not diverted to paying donors.
~ The IFIs would provide new, highly concessional lending and grants on a timely ba313 to
* support both emergency reconstruction and longer-term development




Financing
Financial support from the G-7 and IFIs to help finance the costs of this initiative.

One of the major flaws in the German and UK initiatives have been the lack of discussion
about the costs involved in enhancing the HIPC initiative. We think it is imperative to
address these issues and to make concrete proposals. ‘

To finance the costs to the IMF, we would propose (all propusals require Congresswnal
wpport)

- Gold sales: invest the proﬁts from sales of up to 10 million ounces of the IMF’s
gold. We are close to achieving consensus among the G7 for the IMF to sell up to
5 million ounces of gold (Germany has not formally agreed), and we propose to
double what is considered the consensus to sell IMF gold. Authority for this is
being requested in connection with the FY 2000 budget request.

_~ Special Contingency Account (SCA-2): this account is designed to assist in the
: de facto refinancing of arrears of certain IMF members. We propose to contribute
) our share of the SCA-2, $300 million, to the HIPC trust fund. ‘Authority for thisis -
being requested in connection with the FY 2000 budget request.

- IMF premium: We have led the drive for the IMF to charge higher interest rates
on emergency financing (such as Brazil) and now exploring ways to use some part
" of the funds generated from this interest premium to finance the multilateral costs
of the HIPC initiative.

The World Bank opened a HIPC trust fund to pay for its own costs and those of the

" regional development banks in forgiving HIPC debt. The Bank expects to fund its costs of
the current initiative on a yearly basis out of net income, but the AfDB, in particular
remains short of financing. Costs of the World Bank, IDB, and AfDB all would increase
under a changed HIPC. : «

—  Inthe FY 2000 budget request, we have asked for $50 million to contribute to the
Trust Fund and should be prepared to ask for more next fiscal year.

- Germany has proposed a DM 50 million contribution and it and others should be
. asked to provide more. :




Impact of New HIPC Initiative
for All Potentially Eligible Countries

Debt Forgiven | USGDebt | NewIFI USGDirect | Countries
($ billions) Forgiven costs Budget Cost @
($ billions) (8 billions) ($ milliens) Inchades
not including Liberia,
“ FY9 Somalia, Sudan
o
FY00 request.
Base Case 32 24 23
100% ODA reduction 31 +18 +395 -0 .
90% non-ODA reduction +1 +0.3 ' +840 0
' 0

Base Case: : Lower Debt/Exports - Lower Fiscal
‘ Ratio Ratios

Bolivia Cameroon Congo (Brazzaville)
Burkina Faso . CAR Honduras
Burundi o Ghana
DR Congo (ex-Zaire) - ‘ Guinea
Cote d’Ivoire - Laos
Ethiopia ‘ Malawi
Guinea-Bissau : Sierra Leone

Mozambique
Myanmar
‘Nicaragua
~ Niger N
.Rwanda
Sao Tome - Principe
Tanzania
Uganda
Zambia




Impact of New HIPC Initiative

excluding Liberia, Somalia, Sudan

Debt Fargiven |  USG Debt New IFI USG Direct Countries
(3 billions) Forgiven costs - Budget Cost 6]
(8 billions) (3 billions) ($ millions) '
' oot including
FY99 -
sppropriation or
FYO00 request.
Base Cas:: 20 1.6 5 ' 20
100% ODIA reduction +27 - 40, 0 +345 0
90% non-ODA reduction +1 +02 0 +35 0
“Post cutoff date™ +4 +0.3 0 +$20 0
Lower Débt/export ratio +22 +02 4 +520 47
Lower fiscal ratio +0.2 2 +310 +2

Base Case:

Bolivia

Burkina Faso .
Burundi ,
DR Congo (ex-Zaire)

~ote d’Ivoire
Ethiopia
(uinea-Bissau
Guyana

Madagascar

Mali
Mozambique
Myanmar
Nicaragua
- Niger

Rwanda

Sao Tome - Principe
. Tanzania

Uganda

Zambia

Lower Debt/Exports
Ratio

Cameroon
CAR

Ghana
Guinea

Laos

Malawi
Sierra Leone

Lower Fiscal
Ratios

Congo (Brazzaville)
Honduras
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WASHINGTON, D.C. o

SECRETARY OF THE TREASURY

“June 2, 1999
MEMO RANDUM 'FOR THE PRESIDENT
| THE VICE PRESIDENT
FROM: Robert E. Rubin L5, (L.
' Lawrence H. Summerszl B /
SUBJECT: Update on HIPC Negotiations for the Summit

We are close to an agreement in the G—7 on a debt initiative for the Cologne Summit that closely
matches the proposals you outlined for the Heavily Indebted Poorest Countries (HIPCs) earlier
this year at the Africa Ministerial. Final agreement may require your personal intervention with
the French and Japanese and may also require that you make a commitment at the Summit to seek
additional funding from the Congress over the next several years to help meet the costs of an
expanded initiative.

This memorandum outlines the key elements of the new initiative and identifies several options for -
responding to pressure from the other G-7 fora commntment to burden sharing by the United
States. .

The newv initiative would provide deeper débt relief, more quickly, to a broader range of the
poorest, highly indebted countries committed to reform. It has three key components:

» Poverty Reduction: The new initiative is built around a new framework of policy
conditions, anchored in reformed IMF and World Bank programs, that provide for .
- a greater link to poverty reduction, through more mvestment in health, education
‘and other basic social needs. . ‘

’ Deeper Debt Reduction: The new initiative would provide significantly deeper
~ debt reduction to eligible countries, including through 100 percent cancellation of
concessional loans, and deeper reductions in non-concessional loans by
~ governments and loans by the international financial institutions.

- Weare still negotiating the precise level of relief to be provided, with
France and Japan still insisting on very modest reductions, and the UK
isolated in favor of a proposal with prohzbztwe costs.

. Faster Relief: We are close to agreement on a series of proposals that would _
~allow eng:ble countries to benefit from cash flow relief through earlier reductions
in debt service and earlier reductions in the stock of debt outstanding.
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* A final agreement along the lines we have proposed would more than triple the scale of relief

available under the current initiative. Qualifying countries would have their outstanding debt
" reduced by $40 billion in present value terms (i.e., in terms of 1998 constant dollars), compared
with $12.5 billion under the current HIPC initiative. (The comparable nominal amount of debt
reduction would be $73 billion, up from $25 billion under the current initiative.) This could result
in annual debt service reductions of as much as $3-4 billion from what these countries now owe,
freeing substantial additional resources for investments in people.

foe costs of this initiative are substantial, particularly to the international financial institutions, but -
they can be spread over a lengthy period of time. :

" Our direct bilateral costs are likely to be $250 million total over three to five fiscal years and’
starting in FY 2001 to reduce $3.5 billion outstanding. Other countries that have not yet forgiven
as much concessional and nonconcessional debt, partlwlarly Japan and France, face substantially
higher costs.” ,

The costs to the international financial institutions are likely to increase by $7 billion. A large part
of that can be ﬂnanced out of their Own resources and also can be spread over a long period of
time. .

. A Summit agreement on sales of IMF gold, for example, combined with other IMF
resources, will take care of a substantial part of the IMF's costs.

. The costs to the World Bank and the regional developments banks cannot be
financed entirely out of their own resources, at least not without a substantial, and
probably unacceptable reduction in their capacity to provide concessional finance
to their poorest members.

. We thirik the best way to help finance these residual costs is through expanding an existing World
Bank fund, called the HIPC Trust Fund, that is financed by bilateral contributions that are now
devoted to helping to reduce the costs of reducing the debt of the regional development banks.
An expanded Trust Fund, with total contributions in the range of $3 billion, would probably be

. sufficient. The rest of the costs could be met in future replenishments of the concessional lending

arms of the multilateral development banks.

We have proposed in your FY2000 budget request an initial contribution of $50 million. We are
~ likely to recommend that we request between $100 million and $200 million per year over the
next thiee to five years. -

We have come under some pressure in the Summit process from Japan and France to quantify a
specific financial commitment to help meet the increased costs of the initiative as a condition for
their agreement to the package. There are several ways we could choose to respond to this
pressure. '



1. We could refuse to make any comrmtment until we have greater detail on the likely
. costs and have maximized available options to finance the initiative with the
~ resources of the international financial institutions. Since Germany wants a deal at
the Summit and is eager 10 avoid a fight over “burden sharing,” it is possible this
approach could work, but it is not likely to satisfy the others and could make the
discussion in Cologne more contentious.

2. We could make a general commitment to increase our contributions to an
expanded HIPC Trust Fund, but decline to specify the scale of such a commitment
until we have greater clarity on the cost front and have satisfied ourselves that we

" have exhausted the potential to use the resources of the institutions. This isa
reasonable option, and would probably ultimately prove acceptable to the other
G-7. .

3. We could call for an expanded HIPC Trust Fund, and rename it the “Millennium
~ Fund,” at an initial size of [$2 billion or more], and pledge to pay an appropriate
. share of the total. This would put us out in front of the Congress, lead to greater
pressure on us to clarify our share, and reduce some of the pressure on the IFIs to
 explore innovative ways to meet their costs.

Our inclination is to recommend option two, in which the U.S. would agree to increase our
contribution to the HIPC Trust Fund but decline to specify the amount of our support until we
have greater clarity on costs and other funding options. We are in the process of preparing a
consensus recommendation with your economic and national security teams.
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Impact of New HIPC Initiative
(38 countries, excluding Liberia, Somalia, Sudan)
Current — Frauce, Japan US, Germany, UK
250% PV = Canada
debt/exports; 2007250 (w/ 1707 250 (30/15)
280% PV thresholds = +ODA
debt/revenve w/ 3015)+ 150 /250 (30/15) | 150 /200 (20/10)
qualifying inclusion of ODA +O0DA - | +0DA
thresholds = 40%
exp/ GDP, 20%
revenue/GDP
Number of
cauntries 26 29 31 34 34
Amount forgiven:
Total debt service 322 billion $60 billion 366 billion $73 villion $85 billion
Present value $12 billion $33 billion $36 billion $40 billion 347 billion -
Avg. annual cash
flow savings from
scheduled debt - ‘
service $0.8-1.3 billion | $2.3-3.6 billion $2.5-4.0 billion $2.84.4 billion | $3.3-5.0 billion
IFT1 PV costs $6.2 billion $9.6 billion $11.1 billion ~ $13.3 billion $16.6 billion
of which: non- :
IMF $5.0 billion $7.9 billion $9.1 billion  $11.0 billion $13.7 billion
Countries: ' v
Burkina Faso Senegal Honduras CAR CAR .
Burundi Togo Laos Ghana Ghana
Cameroon Senegal Honwduras Honduras
DR Congo (ax- Togo - Lacs - Laos
Zaire) Senegal Senegal
Cote d' Ivoire Togo Togo
Ethiopia Yemen “Yemen
Guinea .
Guincs-Bissau
Guyana
. Madagascar
Malawi
Mali
Mauritan;
Mozambique
Myanmar (Burma}
Nicaragua
. Niger
Rwanda
Sao Tome
Sicrra Leooe
Tanzania ‘
Uganda Treasury/IDD
Zambia 5725/9
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© WASHINGTON '

UNDER SECRETARY

May 26, 1999

MEMORANDUM FOR SECRETARY RUBIN
‘ DEPUTY SECRETARY SUMMERS

FROM: - Timothy F. Geithner /]/ f“ :
» ' Under Secretary for International Affairs

SUBJECT: : Memo to the President on HIPC

Attached is an update for the Prcs1dent and Vice President on the HIPC initiative for the Cologne
Summ1t .

The memo notes that the Presidentmight need to intervene pefsonally to bring closure to G-7
negotiations. It also provides three options for dealing with international pressure for . '
burdensharing by the U.S. at the Summit. Those are:

1.  Make no commitment until there is greatef detail on costs and the amount of
contributions that are required for. IFIs are identified.

2. Make a general commitment to request ﬁmdmg ﬁ'om Congress over several years
to cover unfunded IF1 costs but not to quantify that at Cologne. .

3. Establish an expanded HIPC Trust Fund (a “Mlllenmum Fund”) and pledge to pay
a reasonable and appropriate share of the amount required of $3-5 billion.

Our intention is to recommend the second of these optiohs. ;

Budget costs to reduce debt owed directly to the USG are estimated at $250 million, also
beginning in FY 2001, which we would face over 3-5 fiscal years.

NEC, NSC, and State are supportive of this package, and we are working with OMB to seek its
support of the increased amounts required to lmplernent the President’s initiative.

-

cc: Ted Truman

EXECUTIVE SECRETARIAT




